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The Impact of the 12% Reserve Income 
Tax Provision Upon the Banking Structure 


PAUL D. LAGOMARCINO* 


Ordinarily, it is difficult, if not almost impossible, to measure 
with any degree of accuracy the impact of a tax provision upon 
an industry. This is often so even after years of experience 
under it. Moreover, with few exceptions, it is an unusual tax 
provision that shapes the fundamental practices and competi- 
tive relationships within an industry, unless it is purposely di- 
rected to that end as a matter of policy, and, even then, it may 
(and frequently does) fail of its objective. Section 593 of the 
Internal Revenue Code of 1954" is unique in all these respects; 
on its face—a provision for a bad debt reserve—it does not ap- 
pear extraordinary. Nonetheless, it has had a strong impact 
upon banking practices and the banking structure of the nation, 
and upon competitive relationships within that structure. How- 
ever, its impact has not been the one contemplated by Congress: 
the section’s greatest uniqueness lies in its success in achieving 
the opposite of the congressional objectives for its enactment. 


Section 593 first appeared in the Revenue Act of 1951.’ This 
act removed the tax exemption traditionally enjoyed by mutual 
banking institutions—mutual savings banks and savings and loan 
associations—and provided for their taxation on the same gen- 
eral basis as corporations. Provision also was made by language 

This article is reprinted with the permission of the editors of the MICHIGAN LAW 
REVIEW, published by the University of Michigan, Ann Arbor, Michigan. 
* B.A. 1946, University of Iowa, LL.B. 1949, George Washington University; Assistant 
Professor of Law, University of Buffalo.—Ed. 
168A Stat. 205, 26 U.S.C. (SuppIV, 1957) § 598. 
265 Stat. 490-491 (1951). 
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now appearing in section 593 for the deduction of “Additions 
to Reserve for Bad Debts” of these institutions. It provided 
that building and loan associations, and mutual savings banks 
and cooperative banks without capital stock might deduct for 
federal income tax purposes a reasonable addition to a reserve 
for bad debts up to the point it equals “12% of the total de- 
posits or withdrawable accounts of its depositors.” In effect, sec- 
tion 593 freed these various mutual institutions of federal in- 
come tax until their reserve for bad debts exceeded 12 percent 
of deposits. 


Prior to the Revenue Act of 1951 the mutual institution 
historically had been exempt from federal income taxation, 
largely due to its semi-philanthropic purpose and its mutual 
form of organization. In the Act of 1863,° the Tariff Act of 
1894,* and the Excise Tax Act of 1909,° the mutual institution 
had been tax exempt. Following the Sixteenth Amendment, 
the Revenue Act of 1913 provided that “ . . . nothing in this 
section shall apply to . . . mutual savings banks not having a 
capital stock represented by shares. . . ."* This same language 
appeared in all subsequent revenue acts until that of 1951." 


The mutual savings bank had first been established in the 
early part of the nineteenth century. Its purpose was to en- 
courage persons with low incomes to save and thereby to de- 
velop thrift habits in the hope that these persons then would 
less likely become objects of public charity during periods of 
economic depression. A mutual savings bank has no capital 
stock; theoretically the depositors are the owners of the bank. 
It is managed on their behalf by a self-perpetuating board of 
trustees. The depositors control neither the selection of the 
trustees nor the policies of the bank. 


Today mutual savings banks are a very important part of the 
national banking structure. Mutual savings banks now operate 
in seventeen states.* At the end of 1956, the nation’s 527 


812 Stat. 712 (1863). 

#28 Stat. 556 (1894). 

536 Stat. 112, 113 (1909). 

638 Stat. 172 (1913). 

765 Stat. 490-491. It —— in § 101(2) of the Internal Revenue Code of 1939. 
8 Savincs Banks Trust Co., Savincs Bangs Fact Book, 1956, p. 121. 
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mutual savings banks had time deposits of $30,001 millions and 
total assets of $33,311 millions’ and served over twenty million 
depositors. 


The savings and loan association had equally humble be- 
ginnings. Originally formed by private individuals of moderate 
means under the name of building and loan associations, it was 
contemplated that periodic deposits by all members would per- 
mit a few at a time to borrow and thereby to purchase homes 
until eventually each member in the association would be able to 
own his own home. Typically the savings and loan association 
is a non-stock corporation. Deposits are known as shares to in- 
dicate the original proprietary interest of the depositor. 


Like the mutual savings bank, the savings and loan associa- 
tion has had an amazing growth, and, in fact, one which sur- 
passed that of the savings bank. At year-end 1956, approxi- 
mately twenty million persons held share accounts totalling 
$37,302 millions’ in the nation’s 6,100 savings and loan asso- 
ciations.™ 

Ordinarily, mutuals have somewhat less operating authority 
than commercial banks. In general, the mutual institution does 
not provide consumer credit, business loans, or checking ac- 
counts. On the other hand, mutual savings banks alone of these 
institutions may sell bank life insurance. A distinction also is 
often drawn between the size and types of loans the various 
institutions properly may make. In the past few decades 
periodic grants of operating authority have been made to 
mutual institutions, which, in the aggregate, have made a funda- 
mental change in the original character and services of these 
institutions and which have intensified their competitive press- 
ure upon other banking institutions. 


Legislative Background of Section 593 
The Revenue Act of 1951, which eliminated the tax exemp- 


®FeperaL Reserve But. 667 (June 1957). For the states in which the banks 
operate and the amount of deposits in each state, see U.S. Savincs anD Loan LEacvE, 
Savincs anD Loan Facr Book, 1957, p. 183. 

10 FeperaL Reserve But. 677 (June 1957). 

11'U.S. Savincs aND Loan Leacue, Savincs anp Loan Fact Boox, 1957, p. 41. The 
average balance was $1,875 against one of $1,356 five years ago. Id. at 46. 
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tion of the mutual institution, was a war measure. It was de- 
signed “to provide extraordinary increases in revenues to meet 
essential national defense expenditures” caused by “the mili- 
tary action in Korea, coupled with the general threat to world 
peace.” Income tax rates were increased and additional sources 
of revenue sought. One source was certain organizations then 
exempt from taxation under section 101 of the applicable In- 
ternal Revenue Code of 1939. Among these were the mutual 
banking institutions. 

The original House bill contained no provision for their tax- 
ation;‘* the provision first appeared in the Senate. In its Report 
accompanying the House bill, the Senate Committee on Finance 
stated that the exemption of these institutions should be re- 
moved in view of their size, the need for revenue, and the tax 
discrimination between these institutions and the commercial 
banks and life insurance companies with whom they actively 
competed.” 


“At the present time, mutual savings banks are in active com- 
petition with commercial banks and life insurance companies for 
the public savings, and they compete with many types of taxable 
institutions in the security and real estate markets. As a result 
your committee believes that the continuance of the tax-free 
treatment now accorded mutual savings banks would be discrim- 
inatory. So long as they are exempt from income tax, mutual 
savings banks enjoy the advantage of being able to finance their 
growth out of earnings without incurring the tax liabilities paid 
by ordinary corporations when they undertake to expand through 
the use of their own reserves. The tax treatment provided by your 
committee would place mutual savings banks on a parity with 
their competitors.”1* 


The Senate Report also referred to the tax exempt status 
of savings and loan associations under section 101(4) of the 
applicable Internal Revenue Code of 1939. It stated that, like 
the mutual savings bank, few savings and loan associations re- 
tained the true substance of their earlier mutuality. 

12 H. Rep. 586, 82d Cong., Ist sess., 1, 1951-2 Cum. Bul. 357. 
13 H.R. 4473, 82d Cong., Ist sess. (1951). 


14S. Rep. 781, 82d Cong., Ist sess., 1951-2 Cum. Bul, 458, 473-478, 
15 1951-2 Cum, Bul. 476, 
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“The steady decline in the proportion of share-accumulation 
loans is evidence that the character of these organizations has 
changed. More and more, investing members are becoming 
simply depositors, while borrowing members find dealing with a 
savings and loan association only technically different from dealing 
with other mortgage lending institutions in which the lending 
group is distinct from the borrowing group. In fact, borrowers 
ordinarily have very little voice in the affairs of most savings and 
loan associations.”** 


The Senate Report provided for taxation of mutual banks 
“jn the same manner as ordinary corporations.”"" It would also 
permit, “as in the case of other banks,” the deduction of “amounts 
credited to a reasonable reserve for bad debts.”"* Suggestion 
had been made that, instead of the deduction of a “reasonable” 
reserve, mutuals should “be taxed only on their net income in 
excess of some ‘specified reserve.”*® The Senate rejected the 
suggestion. Mutual institutions should be treated in the same 
general fashion as commercial banks. 


A commercial bank then deducted as a bad debt allowance 
an amount determined by its loss experience based upon a 20- 
year moving average. The Senate Report contemplated that 
this general type of formula should be applied to mutual sav- 
ings banks after adopting it for their “historical loss experi- 
ence.”° This treatment, the report stated, would afford a de- 


16 Id. at 477. It further stated that the reasons for taxing these associations “after 
making a reasonable allowance for additions to reserves for bad debts, are the same 
as those on which mutual savings banks are taxed under the bill.” Id. at 478. 

17 Id. at 474, 

18 Thid. 

101d. at 476. 

20 Id. at 475: “The size of the bad-debt allowance provided in the case of commercial 
banks is determined under administrative rulings by the Commissioner of Internal 
Revenue. At present it is provided in the case of commercial banks that the amount 
which can be deducted from taxable income in any one year shall be determined 
by applying the ratio of losses to outstanding loans during the past 20 years, to the 
loans outstanding in the current year. These reserves are limited to three times the 
current 20-year loss ratio. In the case of mutual savings banks also, the formula 
permitted may be quite different from that now provided for commercial banks if 
the Commissioner after investigation finds that the historical loss experience of 
these institutions differs substantially from that of commercial banks. In fact, 
your committee believes that the loss experience of these banks should be based 
upon a period of at least 25 years if this, in the a ate, would result in greater 
loss deductions for these banks than the 20-year Saal now provided in the case 
of commercial banks. Basing loss reserve deductions on the loss experience of the 
past 20 or 25 years will include a period in which the losses of the mutual savings 
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duction “at least as generous” as that accorded commercial 
banks.” 


In conference, the managers on the part of the House agreed 
in principle with the Senate amendment to the original act 
eliminating the exempt status of the mutual institution. The 
House receded with an amendment, however. Instead of agree- 
ing to the fluid test of a “reasonable” addition to a reserve for 
bad debts, as proposed by the Senate, the 12 percent reserve 
provision was substituted.” The move for a “specified” reserve, 
earlier rejected by the Senate Committee,” had carried in con- 
ference. 


The Accomplishment of Legislative Purpose 


One method of measuring the success or failure of an enact- 
ment is to determine whether it achieved the purposes for which 
it was enacted. Together with that of raising revenue, let us 
consider the factors which motivated the taxation of mutual in- 
stitutions and passage of section 593 to determine whether in 
this sense it has succeeded. 


Revenue. One purpose was “to provide extraordinary in- 
creases in revenues to meet essential national defense expendi- 
tures.”** It was estimated that the taxation of mutual institu- 
tions would bring $140 millions in revenue.” 


Revenue actually raised has been relatively insignificant. For 
example, between 1952 and 1954, inclusive, insured mutual sav- 
ings banks paid total federal income tax of approximately $7 
millions on total net operating income before taxes and divi- 
dends of approximately $1,553 millions, or at an effective rate 
of 0.45 percent; between 1953 and 1955, inclusive, member sav- 
ings and loan associations paid total federal income tax of $15.8 


banks were quite large, with the result that the loss reserve deductions permitted 
in the next several years will be relatively large.” 

211d. at 476. Again, savings and loan associations would be similarly treated. Id. 
at 478. 

22 H. Rep. 1218, 82d Cong., Ist sess., 1951-2 Cum. Bul. 287, 300. 

In 1951 the book lus of savings banks in the nation was 11.7% of deposits. It 
had not exceeded 19% of deposits nationally since 1941 and has not onal a since 
that year. Savincs Banxs Trust Co., Savincs Banxs Facr Book, 1956, p. 202. 
23 Page 404 supra. 
24Note 12 er 
25S. Rep. 781, 82d Cong., Ist sess., 1951-2 Cum. Bul. 471, 473. 
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millions on total net income before federal income tax of $2,964 
millions, or at an effective rate of 0.53 percent.** During the 
period 1952 to 1956, inclusive, those commercial banks which 
were members of the Federal Reserve System paid total federal 
income tax of $3,513 millions on total profits before income taxes 
of $8,315 millions, or at an effective rate of 42 percent.” If enact- 
ment of section 593 had resulted in tax parity and operating ex- 
perience had been identical, the taxation of mutual institutions 
at the same effective rates as commercial banks would have in- 
creased federal income tax revenues by at least six hundreds of 
millions of dollars per year. 


It is apparent that the taxation of mutual institutions failed 
to raise the amount contemplated or the far larger amount which 
would have been raised if tax parity had been achieved. 


Tax Parity with Competitors. Increasing corporation tax 
rates to 52 percent in the Act of 1951 aggravated the discrimina- 
tion in tax then existing between mutuals and their competitors. 
Accordingly, the Senate Report gave as a second purpose to 
“place mutual savings banks on a [tax] parity with their com- 
petitors.””* 

It has already been shown, however, that the effective rate 
of tax paid by mutuals is only a small fraction—roughly one- 
eightieth—of that paid by their competitors.” 

The affected mutual institutions reacted with substantial 
uniformity to the Act of 1951. The anticipated effect of the 12 
percent reserve provision might be nullified simply through 
maintenance of reserves less than 12 percent of deposits. This 
could be accomplished both by reducing net income through 
tax deductible expenses and also by increasing the deposit base 
against which the 12 percent was to be applied. Income used 
for public relations purposes—advertising, free gifts, new or re- 
modeled offices, and so on—were deductible business expenses. 
These expenditures not only reduced net income, but, in turn, 


26 Savincs Banks Trust Co., Savincs Banxs Fact Book, 1956, p. 198; Fep- 
ERAL HoME Loan BANK BoarD, COMBINED FINANCIAL STATEMENTS, 1955, p. 49; 
FepErRAL Home Loan BANK Boarp, CoMBINED FINANCIAL STATEMENTS, 1954, p. 49. 
*7 FeperaL Reserve Bur. 517 (May 1957). 

28 1951-2 Cum. Bul. 476, 622-623. 

29 Notes 26 and 27 supra. 
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attracted new deposits, thereby increasing the deposit base. 
Similarly, payment of increased dividends also was deductible” 
and attracted additional deposits as well. Here was a nearly 
ideal tax and business situation. The act had an effect opposite 
to the Senate intent™ by both encouraging growth as a business 
practice and subsidizing it at the expense of tax dollars. 


Enactment of the Act of 1951 has not prevented the growth 
of the mutual. Since then, these institutions have expanded 
with great rapidity. At the end of 1950, mutual savings banks 
had total assets of $22,385 millions* and savings and loan asso- 
ciations had total assets of $16,893 millions.* Between year- 
end 1950 and 1956, assets of savings and loan associations in- 
creased to $43,098 millions* and had surpassed the assets of the 
mutual savings banks which had increased to $33,311 millions.” 
Percentage growth of the savings bank and the loan association 
respectively was 49 percent and 255 percent. In terms of dollar 
growth, share accounts in savings and loan associations in- 
creased between 1950 and 1956 from $13,992 millions to $37,302 
millions*® and accounts in savings banks from $20,009 millions 
to $30,001 millions.” During this same period, time deposits 
in commercial banks increased from $36,503 millions to $50,908 
millions, or 40 percent. Deposit growth of mutual institutions 
surpassed commercial banks both in percentage, and, more sig- 
nificantly, in dollar amount as well. 


In a period as economically dynamic as this, many out-of- 
the-ordinary forces affected the various banking institutions. 
Inflation, unprecedented growth in the mortgage market, and 
high levels of consumption and industrial expansion—all have 
caused substantial growth in all institutions. Nonetheless, the 


80 Revenue Act of 1951, § 313(f). 

31 “So long as they are exempt from income tax, mutual savings banks enjoy the 
advantage of being able to finance their growth out of earnings without incurring the 
tax liabilities paid by ordinary corporations when they undertake to expand through 
the use of their own reserves.” 1951-2 Cum. Bul. 476. 

32 FeperaAL Reserve Bui. 667 (June 1957). 

33 Id. at 677. 

84 Thid. 

851d. at 667. 

36 Id. at 677. 

871d. at 667. 

38 Tbid. 
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asset growth of mutuals consists primarily of deposit growth, 
which was made possible largely by the payment of higher 
interest rates than other banking institutions. It seems inescap- 
able that these rates would not have been feasible in the absence 
of the failure to achieve tax parity in the Act of 1951. 


Other Criteria of the Public Interest 


Apart from success or failure in the accomplishment of these 
congressional purposes, and looking away from the area of com- 
petitive impact, has section 593 succeeded from other perspec- 
tives of the public interest? Can it then be justified on another 
basis? In other words, apart from its apparent failure to achieve 
congressional purposes, have other benefits flowed in such a 
measure from its enactment as to outweigh its demonstrated 
defects? 


Reserves. The importance of safe reserve levels in banking 
institutions can hardly be overstated: the reserves of a banking 
institution are the main source of protection to its depositors. 
Federal deposit insurance is long on public morale value, but it 
is funded only to the extent of 1.5 percent of deposits.” At the 
present time Federal Reserve Board jurisdiction fails to extend 
to mutual banking institutions.“” No arbitrary acceptable per- 
centage of reserves applicable to each institution can be estab- 
lished. Necessary reserve levels depend upon the individual in- 
stitution’s relation of cash and near cash to deposits, the form 
of other assets to deposits, the inflow and outflow of deposits, 
and the amount of mortgage anticipation payments, among 
others. 


In any event, due to a number of factors—the absence of 
required reserves, the need of mutuals to invest almost all funds 
to maintain high interest payments, and the influence of sec- 
tion 593—the reserves and undivided profits of mutual institu- 
tions as a percentage of savings capital have diminished yearly. 


In the case of savings and loan associations, for example, re- 


39 Fzperat Deposit Ins. Conp., ANNUAL Report, Dec. 31, 1956, p. 16. The per- 
centage of funds to insured deposits was 1.44%. On Dec. 31, 1956, the total assets 
of the Federal Deposit Insurance Corporation was $1,800 millions. Ibid. 

40 At the end of 1956, three mutual institutions were voluntary members of the 
Federal Reserve System. Feprrat Reserve But. 931, n. 1 (August 1957). 
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serves and undivided profits as a percentage of savings declined 
from 9.15 percent to 8.01 percent between 1950 and 1955. 


Today, there is neither requirement in the banking law nor 
incentive in the tax law to maintain higher reserve levels. In 
fact, under section 593, the accumulation of reserves to more 
desirable levels well might be penalized by the imposition of 
tax. A statute which penalizes safer reserve levels fails to ad- 
vance the public interest. 


Control over the National Economy. The Federal Reserve 
System helps counteract inflationary and deflationary move- 
ments in the economy, and assists in creating conditions favor- 
able to high employment, stable values, national growth and 
a rising level of consumption. To accomplish these objectives, 
the board depends in large measure upon its power to affect the 
availability, cost and volume of reserves of its member banks 
and to fix rates for the discounting of commercial paper. By 
these means, together with the purchase and sale of government 
securities in the open market, it influences the flow of credit and 
thereby aids in fostering an orderly economic growth. 


The tremendous growth of mutuals and the lack of juris- 
diction over them by the Federal Reserve Board may have a far 
broader implication than those already mentioned. This lies 
in the steady decrease in control over the national economy by 
the Federal Reserve Board which has paralleled the steady in- 
crease in deposits of mutual institutions. 


The Board has authority over its member institutions only. 
At the end of 1956, 6,462 of the nation’s 13,640 commercial 
banks, or 47 percent, were members and these members held 
85 percent of adjusted demand deposits, and 80 percent of 
time deposits in commercial banks, nationally.“ Members held 
84 percent of total demand and time deposits in commercial 
banks. These percentages permit the Federal Reserve System 
to control effectively the reserves and availability of credit of 
commercial banks. 

It is true that the action of the System upon its member 
banks has a peripheral regulatory effect upon mutual institu- 
tions which also are a part of the money market. Despite this, 
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an important question is whether this peripheral control is 
adequate control today. More specifically, the impact of the 
mutual on the money market is becoming increasingly greater 
to the extent that direct control or jurisdiction may well be 
indicated. 

Today, the argument would run, the commercial bank is 
but one of many important sources of credit, which now also 
includes the mutual institution, insurance company, credit union 
and even the large industrial corporation. Until the postwar 
years, the deposits of mutual institutions were small in a relative 
sense and the lack of Reserve Board control over them did not 
impair the working of the regulatory scheme. This is no longer 
true. If time deposits in mutual savings banks in 1956 of $30,001 
millions* are taken into consideration as a credit source, and 
added to commercial bank demand and time deposits, instead 
of affecting 84 percent of the credit represented by all deposits, 
the board could affect only 71 percent. Adding share accounts 
in savings and loan associations in 1956 of $37,302 millions“ 
as another credit source, the percentage affected drops to 60 


percent. Add life insurance reserves of $79,738 millions*® and 
the percentage drops to 42 percent. If funds in credit unions, 
postal savings, and the like also were considered, the percentage 
of available credit which the Federal Reserve Board can affect 
would be smaller. 


Thus the Federal Reserve Board reaches only a fraction of 
the national credit market. To achieve a desired effect upon the 
economy as a whole, it necessarily must exert a greater pressure 
upon that particular portion than if it directly reached all or 
substantially all credit sources. As the participation of member 
banks in the national credit market decreases by virtue of the 
deposit growth of non-member mutual institutions, it seems 
inevitable that the system will have to “regulate” its members 
just that much harder in order to achieve a desired over-all 
result. 

41 FeperaL Home Loan Bank Boarp, Source Boor, 1956, p. 10. 
a — REsERvE But. 667 (June 1957). 


441d. at 677. 
“5 Lire Insurance Fact Boor, 1957, p. 57. 
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Benefits Under Section 593. A situation is hardly ever en- 
tirely black. A number of desirable consequences have flowed 
in the past few years from enactment of section 593. First, 
thrift has been fostered. Mutual institutions have attracted 
new accounts and additional deposits in old accounts through 
active public relations efforts and the payment of high interest 
rates. This has been a mixed blessing, however, because one 
consequence of these efforts has been an inflated emphasis on 
dividend size as an investment factor. Second, mutuals have 
increased their assets to a point of greater over-all strength. 
Third, the success of mutuals in the savings field, together with 
the desire to attract deposits in a tight money market, has caused 
large numbers of commercial banks to reexamine their own 
policies and activities in respect to these deposits. Commercial 
banks have become more competitive for savings accounts. Un- 
fortunately, this also is a mixed benefit, since some commercial 
banks may have set interest rates beyond sound and economic 
levels in an attempt to compete with the interest which can 
be paid by the more favored mutual institutions. 


These are desirable consequences. But, these or similar ones 
can be had, and would follow, in the case of almost any organ- 
ization which is exempt from tax. It is difficult to justify the 
existence of these benefits, which, after all, are obtained by 
depositors in mutual institutions at the expense of the remain- 
der of the tax-paying public. 


Other Problems Raised by the Growth of the Mutual Institution 


These are only a few of the important criteria with which 
to test the efficacy and desirability of the section. The growth of 
the mutual has raised other areas of inquiry as well. 

1. Over 97 percent of the deposits of savings and loan asso- 
ciations and substantial amounts of the deposits of savings banks 
have been placed in home mortgages with long terms of twenty 
to thirty years. Approximately 36 billion dollars are tied up in 
savings and loan associations alone.“* To what extent has this 
practice of so narrowing its credit to one segment of the economy 
contributed to the current tight money situation in the economy 


46U.S. Savincs AND Loan LzacvuE, Savincs aNp Loan Fact Book, 1957, p. 45. 
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generally? Does the rising cost for the use of money by both 
government and industry (which may be an embarrassingly 
high fixed charge against operations in any future period of 
economic depression ) suggest that the placement of this money 
is a matter of grave public concern? 


2. How has the growth of mutual institutions and their in- 
ability to create money affected the availability of funds for in- 
dustrial expansion? Should action be taken to make it possible 
for mutual institutions to create money as commercial banks 
now do by means of fractional reserves upon demand deposits? 


3. Liquid assets of a financial institution, which are needed 
to meet its cash requirements, consist of the United States Gov- 
ernment securities, cash on hand, and cash in other banks. Sav- 
ings and loan associations maintained a liquidity ratio of ap- 
proximately 13 percent of deposits.*’ Is this liquidity sufficient 
in view of the fact that an important part of the deposit growth 
of mutual institutions seems to have been attracted mainly by 
their higher interest rates and, therefore, lacks the stability of a 
true savings account? 


4, The area of competition between commercial institutions 
and mutual institutions in terms of size and services offered in- 
creases yearly. Is it possible to avoid a banking structure, which, 
in time, will consist of institutions of equal size and equal operat- 
ing authority competing for identical business, but with the 
difference that one type of institution is freed of tax and control 
over reserves and the other not? Where, when, and by whom 
is the line to be drawn beyond which additional operating 
authority will not be granted mutual institutions? 


5. Does a solution to the problem of increased competition 
possibly lie in the commercialization of mutual institutions or 
in the mutualization of commercial institutions, assuming either 
is possible? Should appropriate statutory amendments be made 
to permit a commercial institution to “purchase” or absorb a 
mutual institution by merger or otherwise? 

47 At the end of 1956, savings and loan associations had U. S. Government securities 
and cash on hand and in other banks of $4,960 millions against deposits of $37,300 
millions, or 18%. U. S. Savincs anpj Loan LEacveE, Savincs aND LoAN Fact Boox, 


1957, pp. 45, 47. Eliminating advances by the Federal Home Loan Bank the 
percentage is 9.7%. Ibid. 
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6. Should commercial institutions be prevented by law 
from serving the small saver and this service reserved to the 
mutual institutions and, at the same time, the mutual institution 
prevented from serving the larger and business accounts and this 
service reserved to commercial institutions? How can such a 
distinction be drawn between the “small” saver and the “large” 
saver—by size of initial deposit, by size of later deposits, by the 
business or non-business character of the depositor? 

7. Should Federal Reserve Board control be imposed over 
all financial institutions, including mutual institutions, credit 
unions, large business corporation lending, and insurance com- 
panies? Is their regulation a categorical necessity to regulate 


our national economy effectively? 


Conclusion 


Whatever conclusions one may draw from these facts, the 
dark consequences predicted to follow upon taxation of mutuals 
in 1951 by opponents of the measure have not occurred. Tax- 
ation of mutual institutions has not destroyed the incentive to 


save, prevented the payment of reasonable dividends or the 
allocations of funds to reserves where management has desired 
it, impaired the financial soundness of these institutions, placed 
an undue burden on the thrifty, or increased the cost of home 
ownership in any manner other than it has already been in- 
creased by tight money and other causes. 


Several conclusions may be drawn, however, from the ex- 
perience under section 593 to help achieve the congressional 
objectives which are still sound today, but which have been 
so vastly unrealized since its enactment. 


First, it would be foolish and wishful to think it possible to 
turn back the clock and to reshape mutual institutions into the 
small, ineffective and semi-philanthropic organizations of a 
century, or even three decades, ago. These institutions now 
must be accepted with their present size, influence, and powers, 
and must be given consideration and treatment as large, effective 
and semi-commercial banking organizations. 


Second, the congressional purpose in 1951 to achieve tax 
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parity among competing banking institutions is still sound today. 
In fact, due to the growth in size and powers of mutual institu- 
tions, the problems to be corrected are more critical today than 
six years ago. Mutual and commercial banking institutions are 
competitive both in terms of size of institution and services 
offered, and this competition has increased yearly. Discrimina- 
tion in tax treatment between competing institutions which pro- 
vide almost identical services ordinarily cannot be justified as 
a matter of simple justice. As between commercial banking in- 
stitutions and mutual banking institutions, there is no reason 
sufficient to justify a tax discrimination under which one pays in- 
come tax at a rate 80 times greater than the other. 


Third, ideally, both types of institutions should be taxed 
identically. Two alternatives are available. Commercial in- 
stitutions might be taxed at the same effective rate as mutuals. 
This alternative is specious on its face; there would be an annual 
tax loss of between approximately $675 millions and $700 mil- 
lions from member banks of the Federal Reserve System alone.“ 
The other alternative is to repeal section 593 and, instead, to 
allow mutuals to receive the bad debt reserve treatment now 
given commercial institutions under the Internal Revenue 
Code. This alternative would increase federal tax revenues 
by almost the same amount annually. Obviously, the second 
alternative is the sounder. 

Fourth, the activities of mutual institutions now make a sub- 
stantial impact on the national credit market. It would seem, 
therefore, that the Federal Reserve Board should be given 
jurisdiction over them to enable it to carry out its functions 
equitably and more effectively. This action also would cause 
reserves of mutual institutions, and particularly savings and 
loan associations, to be increased to more desirable levels. 


Fifth, the grant of additional operating rights to mutual 
institutions merely aggravates the existing critical competitive 
situation. Annual grants of authority have made a patchwork 
banking structure. Additional operating authority should be 
considered concurrently with measures to eliminate tax dis- 
crimination among institutions. 

48 Page 406. supra. 
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Sixth, following the establishment of substantial equality of 
obligation in income tax and reserve requirements among all 
banking institutions, it would follow then that the mutual in- 
stitution should be given substantial equality of rights in other 
matters, perhaps additional branch banking authority and pro- 
vision of consumer credit and checking accounts. 

Undoubtedly the soundest conclusion of all would be that 
these data and questions show a critical need for a compre- 
hensive and searching study of our national banking structure: 
a study that would show the way to a sound and equitable 
relationship between competing banking institutions and even 
between the regulatory schemes of the federal government 
and of the individual states. Such a study is essential, if we 
are to maintain the sound national economy so vital to our 


leadership of the free world. 





Usury in Credit Sales 


The problem whether statutes prohibiting usury apply to 
conditional-sales transactions is of obvious importance in the 
present period of extensive credit buying. A few states have 
statutes which expressly forbid excessive interest charges in 
credit transactions.’ Most states, however, have statutes which 
prohibit only in general terms the charging of higher than a 
stated rate of interest for “loan or forbearance of money.” 
In addition to state legislation, a similarly general federal 
statute prohibits usury on the part of national banks.* Whether 
the framers of these statutes intended them to apply to install- 
ment-purchase transactions is unclear. The statutes normally 
contain no reference to conditional sales and similar installment 
devices, nor is the matter discussed in any available legislative 
material.“ Moreover, most laws against usury antedate the 


present boom in credit buying. 


Until recent years most American courts have consistently 
held that these statutes do not apply to conditional-sales con- 
tracts.” The traditional view is that sale-and-purchase ar- 
rangements cannot be assimilated to loans and that only loans 
are covered by the usury statutes. Most jurisdictions adhering 


This article is reprinted in part with the permission of the editors of the HARVARD 
LAW REVIEW. Copyright (c) 1958 by the Harvard Law Review Association. 
1E.g., Mp. ANN. Cope art. 83, § 132 (1957); N.Y. Pers. Prop. Law §303, 404. 
2 E.g., Ava. Cone tit. 9, §60 (1940); Dex. Cope Ann. tit. 6, §2301 (1953). For a 
list of all state usury laws, see Horack, A Survey of the General Usury Laws, 8 
Law & Contemp. Pros. 36, 48-53 (1941). 

8 Rev. Stat. §§ 5197-98 (1875), as amended, 12 U.S.C. §§ 85, 86 (1952). These 
provisions forbid any national bank to take, receive, or charge on “any loan or dis- 
count made, or upon any notes, bills of exchange, or other evidences of debt” in- 
terest at a rate higher that allowed by the state law or 1% in excess of the 
rate of discount on commercial paper at the Federal Reserve Bank, whichever is 
the greater. Forfeiture of the interest or, in some cases, of twice the interest, is 
provided as a penalty for violation of the provisions. 

*There is no available material bearing directly on the intent of the various 
state legislatures which have passed usury laws. The debates of the Congress which 
passed the federal statute are available in Conc. Giose, 38th Cong., Ist Sess., 1352- 
54, 1373-76, 1451-52 (1864). The discussion is always phrased in terms of money; 
at no point does any mention of consumer credit-buying appear. 

5 E.g., Commercial Credit Co. v. Tarwater, 215 Ala. 123, 110 So. 39 (1926); 
General Motors Acceptance Corp. v. Weinrich, 218 Mo. App. 68, 262 S.W. 425 
(1924); Failing v. National Bond & Inv. Corp., 12 N.Y.S.2d 260 (County Ct. 1938), 
ry be ' App. Div. 778, 14 N.Y¥S.2d 1011 1939); see Annot., 143 A.L.R. 238 

1948). 
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to the majority rule add the qualification that there must be a 
bona fide intent to buy something; the parties will not be al- 
lowed to conceal a usurious loan in the form of a conditional 
sale. In the last few years a number of courts have had 
occasion to re-examine the traditional approach and for the first 
time have found violations of the usury laws in connection 
with bona fide conditional sales. Minnesota led the way in 
1944,’ followed in 1952 by Arkansas,° which prospectively 
overruled a long line of prior decisions. Three more states 
have adopted this view,” and a fourth appears to be wavering.” 
In the leading case of Daniel v. First Natl Bank,” the Court 
of Appeals for the Fifth Circuit construed the federal usury 
provision as applying to a conditional-sale contract discounted 
by a national bank. This Note will examine the central problem 
presented by these cases: whether existing usury statutes, de- 
signed to protect borrowers, should be construed to apply to 
consumer-credit transactions. 


I. THE QUESTION IN THE COURTS 


A. Statutory Interpretation 

It may be argued that most sales with delayed payment 
include an interest charge by the vendor, since he could main- 
tain the same profit margin in a cash sale at a lower price. 
This simple fact, however, does not necessarily lead to the 


® See, e.g., Jackson v. Commercial Credit Corp., 90 Ga. App. 352, 83 S.E.2d 
76 (1954); Mathis v. Holland Furnace Co., 109 Utah 449, 166 P.2d 518 (1946). See 
also 6 Wituiston, Contracts §1687(3) n. 7 (rev. ed. 1938). 

7 Seebold v. Eustermann, 216 Minn. 566, 13 N.W.2d 739 (1944). 

8 Hare v. General Contract Purchase Corp., 220 Ark. 601, 249 S.W.2d 973 (1952). 
For the development of the law of Arkansas on this question see Crisco v. Murdock 
Acceptance Corp., 222 Ark. 127, 258 S.W.2d 551, cert. denied, 346 U.S. 910 (1953); 
O’Brien v. Atlas Finance Co., 223 Ark. 176, 264 S.W.2d 839 (1954); General Con- 
tract Corp. v. Duke, 223 Ark. 938, 270 S.W.2d 918 (1954); Universal C.L.T. Credit 
Corp. v. Stanley, 225 Ark. 96, 279 S.W.2d 556 (1955); Solan v. Sears, Roebuck & 
Co., 308 S.W.2d 802 (Ark. 1957). 

® Hillman’s v. Em ’N Al's, 345 Mich. 644, 77 N.W.2d 96 (1956); McNish v. Grand 
Island Finance Co., 83 N.W.2d 18 (Neb. 1957); G.F.C. Corp. v. Williams, 231 
S.W.2d 218 (Tex. Civ. App. 1950). 

10 Compare Nazarian v. Lincoln Finance Corp., 77 R.I. 497, 78 A.2d 7 (1951), 
with Luchesi v. Capitol Loan & Finance Co., 113 A.2d 725 (RI. 1955). Two courts 
have specifically considered the question of overruling the traditional approach to 
the problem and have decided to follow the old rule. Brooks v. Auto Wholesalers, 
Inc., 101 A.2d 255 (D.C. Munic. Ct. App. 1953); Bell v. Idaho Finance Co., 73 
I 560, 255 P.2d 715 (1953). 

't 227 F.2d 353 (5th Cir. 1955), rehearing denied, 228 F 2d 803 (5th Cir. 1956). 
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conclusion that a general usury statute should govern all such 
transactions. Although a financial institution or dealer may 
be able to exploit a superior bargaining position by extracting 
exorbitant profits from those who lack cash to purchase con- 
sumer goods, the danger of overreaching in such a case may be 
less than that involved when a borrower seeks money. The 
borrower may be under pressure to pay off obligations already 
existing and may thus be subject to greater strain.” However, 
loans are frequently used to finance purchases, and in such 
cases the economic position of the buyer who finances through 
his dealer seems identical to that of an individual who borrows 
money and then buys for cash. It can be argued that usury 
statutes run contrary to the general policy of freedom of con- 
tract and should not be extended beyond money-loan trans- 
actions into the sale-and-purchase area unless the statutory 
language clearly demands this result. Finally, even if an ele- 
ment of interest is present in all conditional sales, it would often 
be difficult to evolve judicial standards for determining whether 
the interest rate exceeds the statutory ceiling. Would a dealer 
be subject to the statute if he sells goods only on installment 
credit, although the same goods have a recognized cash price 
elsewhere? If there is a cash price separately quoted, what 
items are to be considered interest: only the finance charges, 
or all the excess above the cash price, including insurance prem- 
iums, filing fees, and delinquent-collection charges?’* Consid- 
erations such as these militate against a sweeping and un- 
qualified application of the usury laws to the domain of credit 
sales. 


(I) Bona Fide Time Price.—-Those courts which have 
found violations of usury laws in consumer-credit transactions 
have generally qualified the scope of their decisions by adopting 
the doctrine of “bona fide time price.” Under this theory, a 


12 An often-quoted discussion of the oy am differences between the positions of 


the borrower and the credit buyer can be found in General Motors Acceptance Corp. 
v. Weinrich, 218 Mo. App. 68, 262 S.W. 425 (1924). 

18 An illustration of the difficulty in determining what is interest is United States 
v. Commercial Credit Corp., 242 F.2d 57'(5th Cir. 1957), in which the Fifth Circuit 
was unable to decide whether, on the facts before it, there was usury in a credit- 
sale transaction. See also Solan v. Sears, Roebuck & Co., 308 S.W.2d 802 (Ark. 
1957), in which the Supreme Court of Arkansas held that carrying charges on 
delinquent debts constituted interest. 
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seller is permitted to offer alternative cash and credit prices, 
even though the rate at which the credit price exceeds the cash 
price is greater than the percentage of interest permitted by 
the usury law.’* The chief requisite of this doctrine is that the 
credit price—the “bona fide time price”’— be stated as a total 
price specifically agreed upon by the parties as complete pay- 
ment rather than a sum arrived at by adding various charges 
to the cash price, the periodic payments then being computed 
on the basis of a total price which is never revealed.”* Al- 
though in the latter situation the ingredients of the full price 
are all made known to the buyer, the surprising fact is that a 
substantial number of credit buyers never perform the simple 
mathematical computation necessary to arrive at the total time 
price.*° Thus, the requirement that the seller spell out the 
total price to be paid is a meaningful one. However, the level 
of disclosure involved should be irrelevant since usury laws 
were not passed to effect disclosure of the nature of trans- 
actions; they were intended to constitute a complete bar to 
the charging of excessive interest in all transactions to which 
they apply. Moreover, the “bona fide time price” doctrine 
attempts to distinguish between sales transactions which are 
factually very similar. Whether the total time price was ever 
discussed is apt to be the subject of conflicting testimony, es- 
pecially since this one fact may control the outcome, and the 
inducement to perjury may be great. Although the intent of 
the parties to agree upon a single price to be paid in installments 
rather than a price arrived at by adding interest charges to the 
cash price is theoretically determinative,’ as a practical matter 
it seems improbable that a buyer who does not concern himself 
with calculating the total price he is paying has formed any 
intention at all with regard to the interest-time payment dis- 
tinction. Furthermore, an interpretation which makes the in- 
14 See, e.g., McNish v. Grand Island Finance Co., 164 Neb. 543, 548, 83 N.W.2d 
13, 16 (1957). See also Hogg v. Ruffner, 66 U.S. (1 Black) 115, 119 (1861). 

15 The Daniel court stressed the facts that the only price ever discussed in the 


transaction was the cash price, that the total price was never stated, and that the 
rate of interest was erroneously quoted. 228 F.2d at 806. 

16 See Nugent & Henderson, Installment Selling and the Consumer: A Brief for 
Regulation, 173 ANNaxs 93 (1934). 

17 See, e.g., Jackson v, Commercial Credit Corp., 90 Ga. App. 852, 83 S,E.2d 76 
(1954), 
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tention of the buyer crucial seems inconsistent with the law's 
purpose of protecting irresponsible borrowers from their own 
folly. Actually, the “bona fide time price” exception seems 
to be a survival of a strong concern for the property right of 
a seller to sell for whatever price he chooses. Since the usury 
laws necessarily limit the property rights of those subject to 
them, this view should be irrelevant except insofar as it bears 
on whether the property-conscious nineteenth-century legisla- 
tures which passed the usury laws intended them to be strictly 
or broadly construed. Although it may be doubted whether 
usury statutes were intended to have any application at all to 
credit-sales transactions, it seems most unrealistic to conclude 
that a legislature meant to forbid some “usurious” credit sales 
but not those involving a “bona fide time price.” 


(2) Usury by the Discounting Bank or Finance Company.— 
Characteristically, upon conclusion of a conditional sale, the 
dealer assigns the conditional-sale contract and note at a dis- 
count to a bank or finance company. Normally, the relation- 
ship between dealer and financing agency is a continuing one 
in which the latter supplies the contract form and exercises a 
measure of control over the computation of the time price. 
The dealer, knowing the bank’s discount rate in advance, passes 
it on to the consumer in the form of a finance charge.’* Thus 
there is really a tripartite arrangement among dealer, bank, 
and consumer, according to which the dealer supplies the mer- 
chandise, the bank undertakes the financing, and the consumer 
ultimately pays for both. 


In determining the effect of the usury laws on these trans- 
actions, the legal significance of the bank’s purchase of the 
obligation can be approached in several ways. Since the bank 
is in the business of buying commercial paper, it may be argued 
that the bank makes no loan to anyone in this transaction, but 
simply purchases paper in the same way the consumer pur- 
chases an automobile. This approach protects the bank by 
holding this kind of transaction entirely outside the usury laws 
insofar as any cause of action against the bank is concerned. 


18 Transcript of Record, pp. 156-63, Daniel v. First Nat’l. Bank, 227 F.2d 353 (5th 
Cir. 1955). 
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This is the view traditionally taken by the majority of the 
courts.” A second, and quite different, approach is that the 
discounting of the conditional-sale contract is a loan to the 
dealer.” To make this result satisfactory, a distinction would 
have to be drawn that is not spelled out in the statutes: namely, 
that financing arrangements between dealers and banks in- 
volving the assignment of debt paper arising from contempor- 
aneous purchases constitute loans, whereas assignment of ac- 
cumulated accounts payable, which are closer to the traditional 
concept of assets, are sales. Under this approach the funds 
received from the bank by the dealer in return for the buyer's 
debt paper may be viewed as a loan from the bank which 
permits the dealer to sell his goods on credit while still main- 
taining a constant source of cash. The usury laws are primarily 
aimed at protecting individuals in need of funds, and only in 
the case of a transfer of debt paper arising from recent pur- 
chases is there a serious risk that the discount burden will 
be passed on to individual buyers. Thus it could be argued 
that the usury laws should be applied to the transaction be- 
tween the dealer and the bank in order to prevent this burden 
from being passed on. However, the practical effect of such 
an interpretation would be of little help to the consumer, since 
he would presumably have no standing to question the trans- 
action between dealer and bank.” Even the dealer would 
probably receive little advantage, since most dealers are in- 
corporated and the benefits of usury statutes are generally un- 
available to corporations.” 


The most realistic approach to the bank’s discount purchase 
of the contract would be to hold that in truly tripartite situations 
the bank participates in the loan to the consumer. The es- 
sential role of the bank is supplier of funds upon which the 
credit purchase is based, and in the typical situation the bank 
is privy to the dealings between consumer and dealer® or at 
19 See, e.g., Commercial Credit Co. v. Tarwater, 215 Ala. 123, 110 So. 39 (1926). 
20 See National Bank v. Johnson, 104 U.S. 271 (1881). That this is the result under 
the federal statute was admitted by the defendant in Daniel. Brief for Appel- 
lee, p. 20; see 227 F.2d at 356. 

*1 See id. at 357 (Jones, J., dissenting ). 
22 See, e.g, Det. Cope ANN. tit. 6, §2306 (1953); Minn. Star. $334,021 (1953). 
23 See, e.g., Transcript of Record, pp. 140-47, Daniel v. First Nat'l Bank, 227 
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least is sufficiently aware of what finance charge the consumer 
is paying as to have notice of usury at that stage of the trans- 
action. It would therefore seem proper, in those cases in which 
the consumer has been charged an excessive rate of interest, to 
allow the defense of usury to be asserted against the bank, and 
this whether or not the bank itself has charged a usurious dis- 
count rate. Of course, if the transaction between dealer and 
consumer was entirely proper, the mere fact that the bank 
charged the dealer an excessive discount rate would not suffice 
to give the consumer such a defense. 


B. Overruling the Traditional View 


A court convinced that usury legislation should have been 
applied to conditional sales initially must still face the question 
whether it is wise to overrule the traditional view now. Since 
the time the courts first excluded conditional sales from the 
scope of the usury laws, credit selling and the financing of 
dealers through the purchase of conditional-sales notes by fi- 
nancing institutions have become a basic feature of the national 
economy, particularly in connection with the sale of auto- 
mobiles. In 1956, 63 per cent of all new automobiles and 58 
per cent of all used cars sold were sold for credit.** In April, 
1957, of the 31,532,000,000 dollars in consumer-installment- 
credit paper outstanding, 14,659,000,000 dollars was automobile 
paper,” of which the vast majority represented conditional- 
sales contracts. Of the total installment credit outstanding, 27,- 
493,000,000 dollars was held by financial institutions as com- 
pared to only 4,039,000,000 dollars held by retail credit outlets. 
The commercial banks alone held 11,960,000,000 dollars in 
installment paper, including 3,713,000,000 dollars in purchased 
auto paper and 2,313,000,000 dollars in direct auto paper. To 
the extent that this business has developed in reliance on the 
traditional judicial view, the argument that a court should be 
reluctant to change its established position when the statute 
is at best ambiguous is strong indeed. Unless the impact of 
a reversal is made prospective only, the result could be dis- 
F.2d 353 (5th Cir. 1955); Schuck v. Murdock Acceptance Corp., 220 Ark. 56, 247 
S.W.2d 1 (1952). 


2443 Fep. Reserve Bux. 643 (1957). 
25 Id. at 1074-75. 















944 THE BANKING LAW JOURNAL 


astrous. It seems to be generally assumed that most discount- 
ing of conditional-sales contracts by financial institutions is 
carried on at usurious rates.” If, under the Fifth Circuit’s 
test in Daniel, this fact is enough to put a bank on notice of 
usury in the original contract,” tremendous numbers of com- 


pleted transactions would be called into doubt. 


The problem of reliance on the part of dealers is more acute 
since by disclosure sufficient to meet the test of “bona fide time 
price” they might have been able to avoid the effects of the 
new judicial test without any diminution of profit. Similarly, 
many financing agencies might have protected themselves by 
registration under the small-loan law of the particular juris- 
diction.” Under these laws a finance company can obtain 
the right to make loans under a stated ceiling, usually 300 to 
500 dollars at a considerably higher rate of interest than is au- 
thorized by the general usury laws. Because small-loan legis- 
lation is frequently made specifically inapplicable to banks, 
this course is largely unavailable to them.” 


The long silence of the legislatures in the face of judicial 
decisions excluding the purchase-transaction field from the 
scope of usury legislation may also be of some significance. 
Despite judicial decisions in two-thirds of the states over a 
period of many years holding usury laws inapplicable, no state 
legislature has ever specifically subjected installment sales to 
its general usury law. This fact loses some force when it is 
noted that lobbying for financial institutions, which have an 
interest in keeping the state of the law as it is, is usually better 
organized than is the occasional effort on behalf of the con- 
sumer.*” But the overall record of legislative inaction should 


be considered. 
(1) Prospective Overruling.—In Hare v. General Con- 


26 See Brief for Alabama Bankers’ Ass’n as Amicus Curiae, Daniel v. First Nat’] Bank, 
228 F.2d 803 (5th Cir. 1956). 

27 See 228 F.2d at 805. 

28 For a general discussion of the Uniform Small Loan Law, which has been 
adopted in some form in all but a few states, see HuBACHEK, ANNOTATIONS ON 
Smatt Loan Laws (1938). 

29 UntrorM SMaLL Loan Law § 20 (6th Draft). 

80 For an example of the difficulties attending the sponsorship of remedial inter- 
est legislation, see Kilgore, Legislative Tactics of Unregulated Lenders, 8 Law & 
Contemp. Pros. 178 (1941). 
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tract Purchase Corp.," the Arkansas court avoided the full 
severity of retroactive effects by employing the device of pros- 
pective overruling. Although not an accepted technique in all 
jurisdictions,” it is available in many states and seems to be 
the best technique for overruling the traditional view. Al- 
though it may be argued that this device should not be used 
when the plaintiff is a private litigant on the theory that private 
litigation is unwisely discouraged thereby, the vast reliance 
involved in this area seems to weigh more heavily in favor of 
employing prospective overruling, if the courts are to act at all. 


It has been argued that even prospective overruling would 
result in disastrous future losses to the dealers and financers who 
have built up a vast business apparatus in reliance on the rates 
they are currently charging.* The basic assumption of this 
argument is open to question, however, in that serious losses 
to the inuustry are unlikely. The “bona fide time price” doc- 
trine might remain as a means of maintaining high rates. Banks 
seem to be able to finance auto purchases through loans secured 
by chattel mortgages within the legal interest rates,** although 
these transactions present no lesser risk than dealer-financed 
conditional sales at higher rates.**" There are also statistics 
available in the jurisdictions that have recently applied the 
usury laws in this field that indicate no serious harm to banks 
has followed.* 


31220 Ark. 601, 249 S.W.2d 973 (1952). 

82 Some states allow prospective overruling of prior constructions of statutory or 

constitutional provisions, but not of decisions interpreting the general or common 

law. See Mason v. A. E. Nelson Cotton Co., 148 N.C. 492, 510-11, 62 S.E. 625, 

631-82 (1908); Falconer v. Simmons, 51 W. Va. 172, 41 S.E. 193 (1902). For the 

constitutionality of this device, see Great No. Ry. v. Sunburst Oil & Refining Co., 

287 U.S. 358 71982). See generally Hart & Sacks, MATERIALS FoR a GENERAL VIEW 

OF THE AMERICAN LEGaL SystEM 603-18 (temp. ed. 1956). 

33 F.g., Mut. L. Ins. Co. v. Bryant, 206 Ky. 815, 177 S.W.2d 588 (1943); Allen v. 

Holbrook, 103 Utah 319, 185 P.2d 242 (1943). 

34 Cf. Hart & Sacks, op. cit. supra note 32, at 606. But see Note, 60 Harv. L. Rev. 

487 (1947). 

35 See Brief for Alabama Bankers’ Ass’n as Amicus Curiae, Daniel v. First Nat'l 

Bank, 228 F.2d 803 (5th Cir. 1956). 

36 See the figures on “direct auto paper,” which is essentially the chattel mortgage 
ven for bank financing of a purchase, a transaction clearly subject to the usury 

Eegislation, at 43 Fep. Reserve Bui. 1075 (1957). 

87 WINCHESTER, CONSUMER INSTALLMENT LOAN LOSSES AND VALUATION RESERVES 

86-39 (1953). 

88 From June 30, 1952, the year of the Hare decision, to June 30, 1956, retail 
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The choice between retroactive and prospective overruling 
is further complicated by the varying scales of penalties pro- 
vided for violation of the statutes. Whereas a court sitting in a 
jurisdiction in which the penalty is forfeiture of the usurious 
portion of the interest*® need consider the problem of retro- 
activity only in terms of discouraging litigation and of protect- 
ing honest reliance on judicial precedent, very different is the 
problem of a court faced with applying a usury law which 
provides as a penalty the forfeiture of all the interest,“ of twice 
the interest,“ or even of principal.** Courts in jurisdictions with 
the more severe statutes must face the problem that rigid en- 
forcement of the usury laws retroactively in the field of con- 
sumer credit could jeopardize the solvency of numerous fi- 
nancial institutions and dealers. Particularly severe is the prob- 
lem of the court in a state in which a usurious note is void in 
the hands of a holder in due course.** The effects of retroactive 
enforcement by the courts in such a jurisdiction could well be 
devastating. 


II. MODERN LEGISLATION 


In recent years legislatures of the major commercial states 
have dealt with the problem of excessive charges in consumer- 
credit transactions, and a number of installment-sales acts, as 
well as several statutes aimed at particular phases of consumer 
finance, have been passed.** Legislative solutions have taken 


automobile installment paper held by national banks in Arkansas increased in vol- 

ume from $9,662,000 to $19,344,000. See FDIC, Assets, Liasmiries, AND CAPITAL 

Accounts, COMMERCIAL AND Mutvat Savincs Banks 9 (June 1952); id. at 10 (June 
1956). Similarly, in the period from June 30, 1955, to June 30, 1956, during which 

Daniel was decided, retail automobile installment paper held by national banks in the 

Fifth Circuit increased prodigiously: in Alabama, from $36,133,000 to $47,125,000, 

id. at 8 (June 1955); id. at 8 (June 1956); in Texas, from $182,553,000 to $218,173,- 

000, id. at 49 (June 1955); id. at 49 (June 1956); in Mississippi from $5,707,000 to 

$6,723,000, id. at 30 (June 1955); id. at 30 (June 1956); and in Georgia, from $49,- 

252,000 to $57,043,000, id. at 17 (June 1955); id. at 17 (June 1956). Indeed, the 

absence of even a temporary contraction of the volume of automobile paper held by 

Fifth Circuit banks casts considerable doubt upon the genuineness of the alarm ex- 

ae wee by the banking profession in the amicus curiae brief filed by the Alabama 
ankers’ Association in Daniel. 

39 See, e.g., Det. Cope ANN. tit. 6, § 2304 (1953). 

40 See, e.g., Antz. Rev. Stat. ANN. § 44-1202 (1956). 

41 See, e.g., Ipnano Cope ANN. § 27-1907 (1947). 

42 See, e.g., Anx. Stat. § 68-608 (1947); Conn. Gen. Stat. § 6783 (1949). 

43 See, e.g., Sabine v. Paine, 223 N.Y. 401, 119 N.E. 849 (1918). 

44E.g., Fra. Stat. §§ 646.01-.08 (1957); Inx. Rev. Star. c. 121%, §§ 223-53 
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the form either of comprehensive regulations of all consumer 
credit under an established ceiling (usually 5,000 dollars) or 
of piecemeal legislation aimed at regulating credit transactions 
in a particular economic area, most frequently automobile fi- 
nancing. Legislation of one or the other type has been adopted 
in New York,“ Pennsylvania,“* Ohio,“ Michigan,“ and several 
other states.“ 


As a general rule, in addition to setting a maximum rate 
which may be charged in the transactions involved,” always 
considerably higher than the traditional rate allowed by the 
usury laws, these laws attempt to deal with numerous related 
problems in the area of consumer credit. Clauses providing 
for the acceleration of principal without serious cause are often 
rendered void,” as are confession-of-judgment clauses.” Pro- 
visions have been introduced limiting the ratio which “balloon 
payments —final payments considerably in excess of other in- 
stallments—may bear to the average of the other payments.” 
Some codes also limit refinancing charges,‘ dealer rebates,” 


(1957); Mate Rev. Stat. Ann. c. 60, § 306 (1954); Mp. Ann. Cope art. 83, 
§§ 128-53 (1957); N.Y. Pers. Prop. Law §8§ 302, 402. In 1957, ten jurisdictions 
which previously had no such laws enacted retail-installment-sales legislation of some 
type. Alaska Sess. Laws 1957, c. 120; Fla. Laws 1957, c. 57-799; IpaHo Cope ANN. 
§ 64-806 (Supp. 1957); Ix. Rev. Star. c. 121%, §§ 223-53 (1957); Iowa Acts 1957, 
c. 163; Minn. Laws 1957, c. 266; Neb. Laws 1957, c. 195; N.D. Laws 1957, c. 322; 
Ore. Laws 1957, c. 625; S.D. Sess. Laws 1957, c. 241. See also PHELPs, FINANCING 
THE INSTALLMENT PURCHASE OF THE AMERICAN Famity (1954); Hubachek, The 
Drift Toward a Consumer Credit Code, 16 U. Cut. L. Rev. 609 (1948); Mors, State 
Regulation of Retail Instalment Financing — Progress and Problems, 23 J. Bus. U. 
Cur. 199 (1950); Note, 63 Harv. L. Rev. 874 (1950). 

45.N.Y. Pers. Prop. Law §§ 303, 404. 

46 Pa. Stat. ANN. tit. 69, §§ 601-37 (Supp. 1957). 

47 Omro Rev. Cope ANN. § 1317.01-.99 (Page 1953). 

48 Micn. Comp. Laws §§ 566.301-.314 (1948). 

49 See, ¢.g., Conn. Gen. Stat. §§ 5963-68, 6698-704 (1949); Mp. ANN. Cope art. 
83, §§ 128, 152 (1957); cf. Hawan Rev. Laws §§ 9141-69 (1945). 

50 N.Y. Pers. Prop. Law § 404 allows a rate of 10% per annum on a principal 
balance not in excess of $500, and 8% per annum on a principal balance in excess 
of $500. N.Y. Pers. Prop. Law § 308, which applies only to motor vehicles, allows 
7% per annum on the sale of a model of the year of sale, 10% per annum on a 
il of two years prior to the sale, and 18% per annum on other models. Mary- 
land regulates finance charges only on automobile sales. Mp. ANN. Cope art. 83, 
§ 182 (1957). In 1957, Illinois enacted a general act without a rate schedule. Ixt. 
Rev. Stat. c. 121%, § 223 (1957). 

51 E.g., N.Y. Pers. Prop. Law §§ 302 (13), 403 (3)(b). 

52 E.g., Mass. Gen. Laws c. 231, §13A (1932). 

53 E.g., N.Y. Pers. Prop. Law § 402(10). 

54 E.g., Mp. ANN. Cope art. 83, §118C (Supp. 1956). 

55 N.Y. Pers. Prop. Law §§ 306, 409; Omro Rev. Cope Ann. § 1317.08 (Page 1953). 
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and other favorite devices of the unscrupulous financer.” Li- 
censing of the financing institutions in the field, under cir- 
cumstances similar to the licensing requirements of the Uniform 
Small Loan Law, is a feature of most of the codes. Another 
standard feature is the requirement that the total time price 
be spelled out.” 


But see Department of Financial Institutions v. Holt, 231 Ind. 298, 108 N.E.2d 629 
(1952). 

56 For example, coercion in the of insurance from the dealer is forbidden 
by N.Y. Pers. Prop. Law §§ 302(6), 402(5). See also Fra. Stat. § 646 (1956) for 
regulation of credit-life-and-health insurance. Since — statements regarding the 
insurance rate are common, N.Y. Pers. Prop. Law § 402(3) requires a statement 
of the amount paid for insurance, the coverage, and the cost of each type of 
coverage. Furthermore, a limit is placed on the charge for each type of coverage 
by setting the maximum in accordance with the rates filed with an insurance com- 
missioner. Id. §§ 302(6), 402(5). Rebate on voluntary prepayment by the buyer 
is provided for in §§ 305, 408. Delinquency charges are limited in § 462(6). The 
same provision limits attorney's fees. 

57 See, e.g., N.Y. Banxinc Law §§ 491-501, covering sales-finance companies and 
those sellers who hold their own paper. 

58 Inu. Rev. Stat. c. 121%, § 225 (i987); N.Y. Pers. Prop. Law § 402(3). 











BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 





Assignment of Accounts Receivable to Bank Upheld 


The United States Court of Appeals in the Second Circuit 
has recently handed down a very important decision in the 
accounts receivable field. For many years a bank had loaned 
funds to a company which petitioned the court for reorganiza- 
tion under Chapter 10 of the Bankruptcy Act in 1956. The 
United States Government, which was a substantial creditor 
of the company, asserted that the assignment of the accounts 
receivable securing one of the bank loans was fraudulent and 
void since an alleged reservation of dominion by the company 
over the property transferred to secure the loan voided the 
bank’s security interest under the doctrine established by the 
famous Supreme Court case of Benedict v. Ratner, 268 U. S. 353. 


The court ruled that the assignment to the bank was neither 
fraudulent nor void and that the facts in this case differed 
markedly from those in Benedict v. Ratner. In that earlier case 
there was an imputation of fraud in the security transaction be- 
cause, in spite of the assignment of receivables, business was 
conducted and indebtedness incurred by the borrower as 
though the assignment had not been made. In this case, how- 
ever, almost the opposite was true. The continuous mainten- 
ance by the bank of a four-to-three collateral to debt ratio in 
the form of assigned receivables and/or money in the collateral 
account, the hiring by the bank of its own agent in the company 
to handle collections and the keeping of current records of 
the assigned accounts all showed sufficient “policing” of the 
accounts to sustain the validity of the bank’s security interest. 
New Haven Clock and Watch Company, First National Bank 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 94.5. 
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of Chicago v. O'Keefe, Trustee, United States Court of Appeals, 
Second Circuit, 253 F.2d 577. The opinion of the court is as 
follows: 


MEDINA, C.J.-The New Haven Clock & Watch Company, a debtor 
which on December 7, 1956 filed a petition for reorganization under 
Chapter X of the Bankruptcy Act, 11 U.S.C.A. § 501 et seq., had, since 
1947, been borrowing large sums of money from The First National 
Bank of Chicago. This debt was secured by the assignment to the 
Bank of accounts receivable owing to the Clock Company. The principal 
issues on this appeal from the order below directing the Trustee to pay 
to the Bank the amount of the Clock Company’s debt involve the validity 
and priority of the Bank’s security upheld by the court below, under 
the financing arrangement used by the Bank in lending large sums to 
the Clock Company. 

The United States, a substantial creditor of the Clock Company, 
asserts that the assignment of the accounts receivable to the Bank was 
fraudulent in law because the Clock Company allegedly reserved the 
right to dispose of the proceeds of the accounts, and thus the transfers 
to the Bank were void under Section 70, sub. e of the Bankruptcy Act.! 
The principle that the “reservation of dominion” by the debtor over 
property transferred to secure a loan voids the creditor’s security interest 
in that property was applied by the Supreme Court to financing by 
the assignment of accounts receivable in Benedict v. Ratner, 268 U.S. 
853, 45 S.Ct. 566, 569, 69 L.Ed. 991. 

It is against the rule set forth by the Supreme Court in Benedict v. 
Ratner, requiring the creditor so to “police” the assigned accounts that 
the debtor does not reserve dominion over them, that we must test the 
validity of the Bank’s security. Assuming arguendo, as the Government 
contends, that this rule is applicable to every security transaction in- 
volving the assignment of accounts regardless of state law relating 
specifically to such assignments, it is nevertheless clear that, since, in the 
case at bar, the Bank effectively “policed” the receivables assigned to it, 
the transfers to the Bank were not fraudulent and thus not void under 
the Bankruptcy Act. 

The financing agreement entered into by the Bank and the Clock 
Company, and the control over the assigned accounts exercised by the 
Bank acting pursuant thereto, are readily distinguishable from the security 
transaction involved in Benedict v. Ratner. In that case the only tangible 
* Bankruptey A Act § 70, sub. e (1), 11 U.S. C.A. §110, sub. e (1): 

er made or suffered or obligation incurred by a debtor adjudged a 
bankru under this title which, under any Federal or State law applicable thereto, 
is fraudulent as — or voidable for any other reason by any creditor of the 


debtor, havin —— under this title, shall be null and void as against 
the trustee o! eat debto 
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evidence of the assignment was a list of the assigned accounts sent 
by the debtor to the creditor. Although the creditor was given the 
right to demand that these accounts be used in repayment of the loan, 
he did not do so, but rather “the company (debtor) was not required to 
apply any of the collections to the repayment of (the) loan. It was not 
required to replace accounts collected by other collateral of equal value. 
It was not required to account in any way to (the creditor). It was at 
liberty to use the proceeds of all accounts collected as it might see fit. 
. . » The business was to be conducted as (before the loan had been 
negotiated). Indebtedness was to be incurred, as usual, for the purchase 
of merchandise and otherwise in the ordinary course of business.” 268 
U.S. at page 360, 45 S.Ct. at page 567. Thus, the security transaction in 
Benedict v. Ratner was an assignment of accounts in name only, while, 
in the case at bar, the actual conduct of the Bank in controlling the 
receivables assigned to it was the precise opposite of what occurred in 
Benedict v. Ratner, and shows beyond doubt that the debtor did not, 
in fact, reserve dominion over the assigned accounts. 


It was the practice of the Bank to lend to the Clock Company in 
exchange for demand collateral notes in the amount of each loan no 
more than seventy-five per cent of the face amount of the accounts 
assigned to it to secure the loan, and this ratio of debt to collateral 
was continuously maintained by the Bank in its dealings with the 
Clock Company. Along with each schedule of accounts assigned to the 
Bank there was an assignment contract which obligated the Clock 
Company to: (1) transmit to the Bank all proceeds received on the 
assigned accounts, so endorsed that the Bank could collect on them; (2) 
keep the proceeds of the assigned accounts separate from its own funds 
and expressly in trust for the Bank; (3) record on all of its pertinent 
records and books of account a notation showing that these accounts 
were assigned; (4) allow the Bank to examine and make extracts from 
its records; (5) notify the Bank immediately in case of the return of 
merchandise by the debtor of an assigned account, segregate and label 
the returned goods, and within ten days forward new accounts to 
cover the value of the returns. The assignment contract also provided 
that all funds collected or received by the Bank from the debtors of 
the assigned receivables were to be deposited in a special account in 
the Bank. This account was to be held by the Bank as collateral security 
for the payment of any indebtedness to it, and the Clock Company had 
no control over, nor could it withdraw any money from this account. 


This special collateral account was opened and maintained by the 
Bank as provided in the agreement, and most of the other provisions of 
the assignment contract were also carried out by the parties. In addi- 
tion, the Bank, acting pursuant to another provision in the contract, 
appointed an employee of the Clock Company as its special agent, who 
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received in its behalf all payments from the debtors of assigned accounts 
and transmitted them to the Bank, and this employee was subject ex- 
clusively to orders from the Bank in the handling of these receipts. 


Additional evidence of the exercise by the Bank of control over the 
assigned receivables is afforded by other records of these assignments 
kept up to date by the Clock Company. For each account assigned the 
Clock Company prepared an electronic punch card and an invoice in 
duplicate. Each of these invoices was stamped on the back directing the 
account debtor to pay the amount due thereon to the Bank, without 
inquiry, in full satisfaction of the Clock Company’s interest in that 
account. The Clock Company retained one of these stamped invoices 
along with the electronic punch card for that account and sent the 
duplicate invoice to the Bank. Thus, in the Clock Company’s office, the 
records of the assigned accounts consisted of the punch cards, the 
stamped invoices and the customers’ ledger card which was stamped to 
indicate the assignment. 

Against this background of the Bank’s control and “policing” of the 
assigned receivables, the Government argues that the Clock Company 
actually reserved dominion over the accounts because it was allowed by 
the Bank to substitute new accounts for some of those previously 
assigned. However, this contention is untenable because the value of 
these substituted accounts was less than two per cent of the amount 
of money loaned, and also because there were sound financial reasons 
for these substitutions. Some assigned accounts had deteriorated in 
collateral value, and the Bank on at least one occasion notified the 
Company that if the deterioration of assigned receivables continued the 
Bank would require a greater ratio of collateral to secure the loans. 
Fresh accounts were also substituted when an assigned account had 
become stale or uncollectible, or when the account debtor returned 
merchandise or received a credit. Likewise, the Government's attack on 
the security transactions because of the Clock Company’s failure to 
segregate and label returned merchandise is without merit since new 
receivables were assigned by the Company to cover those accounts 
against which merchandise had been returned. 

Thus, although the Clock Company often substituted, without the 
Bank’s direction, fresh accounts for old ones which had previously been 
assigned, and the Clock Company’s customers’ ledger was not always 
stamped up to date as the Company was required by the terms of the 
agreement to do, we hold that the continuous maintenance by the 
Bank of the four-to-three collateral to debt ratio in the form of assigned 
receivables and/or money in the collateral account, the Bank’s hiring 
of its own agent in the Clock Company to handle and forward to it 
collections on the assigned accounts, and the keeping of an up-to-date 
record of the assignments on a set of electronic punch cards and duplicate 
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invoices, all show sufficient “policing” to sustain the validity of the 
Bank’s security interest. In other words, on the basis of the facts in 
the case at bar there is no ground for the imputation of fraud in the 
security transaction as there was in Benedict v. Ratner, where, in spite 
of the assignment of the receivables, business was conducted, and in- 
debtedness incurred, by the debtor as though the assignment had not 
been made. 

Although the Bank’s control over its security interest thus adequately 
fulfilled the “policing” requirements under the rule of Benedict v. 
Ratner, an alternative ground for rejecting the Government’s argument 
lies in the obvious validity of the assignment under the applicable and 
controlling Connecticut statutes,” to be discussed later in this opinion. The 
Supreme Court did not decide Benedict v. Ratner on the basis of general 
“applicable legal principles,” but rather it derived the rule for its decision 
from an examination of the relevant state cases. See 268 U.S. at page 
362, 45 S.Ct. at page 568; also Security Mortgage Co. v. Powers, 278 
U.S. 149, 153-154, 49 S.Ct. 84, 73 L.Ed. 236. Nothing could make this 
more certain than the language of the Court itself: 


“The rights of the parties depend primarily upon the law 
of New York. ... (I)t is clear that, if the original assignment 
was a valid one under the law of New York, the Bankruptcy Act 
did not invalidate the subsequent dealings of the parties.” 268 
U.S. at page 359, 45 S.Ct. at page 567. 


Since there is no doubt that the Clock Company’s assignments were 


2 Connecticut General Statutes (1949 Rev.): 

“Section 6719. Assignment valid when made. An assignment of an account 
shall transfer from the date of its making all rights which the assignor has power 
to transfer and shall be valid and fully perfected as of the date it is made (a) 
if it is in writing; (b) if the assi has given value therefor; (c) if the 
assignee takes the assignment in good faith; and (d) whether or not notice of the 
assignment is given to the account debtor or the account debtor assents to such 
assignment. After the making of such an assignment no existing or future creditor 
of the assignor and no subsequent assignee acquire any right, title, lien or 
interest in or to such account, or any proceeds thereof, or any judgment, instrument, 
token or writing given as evidence thereof or in substitution therefor, equal or 
superior to or in diminution of the rights of the assignee under such assignment.” 

“Sec. 6720. Rights of account debtor. Whenever, prior to notice to him of an 
assignment of an account, the account debtor has, while acting in good faith (a) 
mnie deomant of the account, in whole or in part; or (b) given a negotiable in- 
strument in payment or as evidence, in whole or in part thereof; or (c) effected a 
novation in respect thereto; or (d) become liable upon a final judgment thereon, 
such payment or the assumption or suffering of such substitute liability shall, to 
the extent thereof, be a valid discharge of the account debtor's liability upon such 
account. Nothing in this chapter shall deprive the account debtor of any valid 
defense to which he would otherwise be entitled or any valid right existing under 
the contract from which the assigned account arose or of any right of set-off or 
counterclaim against the assignor existing at the time the account debtor receives 
notice of the assignment.” 
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valid under Connecticut law, the Bank’s security is not void under 
Section 70, sub. e of the Bankruptcy Act. 

The Trustee questions the validity of the assignments by a more in- 
volved and devious argument than that urged by the Government. The 
Trustee argues that, since there is the possibility of an adjudication of 
bankruptcy in this case, we must test the Bank’s security interest against 
the provisions of Section 67, sub. c(2) of the Bankruptcy Act,* and that, 
under those provisions, the assignments are not valid against the Trustee. 

Assuming arguendo that we should ignore the fact that the proceed- 
ing below involved reorganization and not bankruptcy, we shall now 
consider the merits of the Trustee’s contentions. The Trustee argues 
that the Bank’s security interest was a “statutory lien” within the 
meaning of Section 67, sub. c(2) and not “fully perfected” within the 
meaning of the Connecticut General Statutes, § 6719, and hence, the 
argument runs, the Bank did not have “possession of” the accounts 
receivable as required by Section 67, sub. c for the validity of “statutory 
liens” on personal property as against the interest of the Trustee. We 
think this argument unsound on all points. The Bank's lien on the 
proceeds of the assigned receivables is not a statutory lien since it did 
not arise “primarily from an economic relationship defined by the legis- 
lature” but rather it arose “from the terms of a contract providing for 
security.” 4 Collier on Bankruptcy (14th ed.) 184; In re Tele-Tone 
Radio Corp., D.C.D.N.J., 183 F.Supp. 739, 746—748. In other words, the 
Bank is asserting a consensual common law lien which arose not because 
of the terms of a statute so providing, but rather as the result of the 
assignment itself. In addition, and irrespective of the Trustee’s conten- 


3 Bankruptcy Act § 67, sub. c, 11 U.S.C.A. § 107: 

“Where not enforced by sale before the filing of a petition initiating a as 
under this title, and except where the estate of the bankrupt is solvent: (1) thoug 
valid against the trustee under subdivision (b) of this section, statutory liens, in- 
cluding liens for taxes or debts owing to the United States or to any State or “~ 
subdivision thereof, on — property not accompanied by possession of suc! 
property, and liens, whether statutory or not, of distress for rent shall be postponed 
in payment to the debts ified in clauses (1) and (2) of subdivision (a) of 
section 104 of this title and such liens for wages or for rent shall be restricted in 
the amount of their payment to the same extent as — for wages and rent 
respectively in subdivision (a) of section 104 of this title; and (2) the pro- 
visions of subdivision (b) of this section to the contrary notwithstanding, statutory 
liens created or recognized by the laws of any State for debts owing to any person 
including any State or any subdivision thereof, on personal property not accompanied 
by possession of, or by levy upon or by sequestration or distraint of, such property, 
shall not be valid against the trustee: Provided, however, That so much of clause 
(1) of this subdivision as restricts liens for wages and rent and clause (2) of this 
subdivision shall not apply in proceedings under chapter 10 of this title, unless an 
order shall be entered therein directing that bankruptcy be proceeded with, or in 
proceedings under section 205 of this title. The court may on due notice order so 
much of any lien in excess of the restricted amount under clause (1) of this sub- 
division and any lien invalid under clause (2) of this subdivison to be preserved 
for the benefit of the estate and, in any such event, such lien for the excess and such 
invalid lien, as the case may be, pass to the trustee,” 
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tion that the assignments were not “fully perfected” under Connecticut 
law, even if the Bank’s interest were based on a “statutory lien” the 
Bank had “possession” of the receivables sufficient to satisfy Section 67, 
sub. c(2), since its agent collected and transmitted to it all the pay- 
ments made by the account debtors. 

Similarly, the Trustee’s claim that the assignments were not “fully 
perfected” prior to notification of the debtors is untenable, since it is con- 
trary to the precise statutory provision that “(a)n assignment of an 
account . . . shall be valid and fully perfected as of the date it is made 
. . . whether or not notice of the assignment is given to the account 
debtor .. .”. Conn.Gen.Stats. (Rev. 1949), § 6719. Although the state- 
ment in another part of this section that an otherwise valid assignment 
“shall transfer from the date of its making all rights which the assignor 
has power to transfer” may be somewhat inconsistent with the provisions 
of Section 6720 designating several means other than payment to the 
assignee by which an account debtor, who was not notified of the assign- 
ment, can discharge his liability on the account, we must, in the absence 
of other Connecticut authority, interpret the statutory provisions in a 
reasonable manner, consistent with the legislative intent. The reasonable 
view, which is consistent with the obvious intent of the legislature, is to 
interpret the statute as providing for valid and “fully perfected” assign- 
ments, without notification of the account debtors, and thus without 
the consequent deleterious effect such notification would have on the 
borrower's business position. See Corn Exchange Nat. Bank & Trust 
Co. v. Klauder, 318 U.S. 434, 489—440, 63 S.Ct. 679, 87 L.Ed. 884. Thus 
the Bank’s security interest is valid under Section 67, sub. c(2) as 
against the contentions advanced by the Trustee. 

The Trustee’s further argument that the Bank’s interest should, 
by virtue of Section 67, sub. c(1), be subordinated to the priorities set 
forth in Section 64 of the Bankruptcy Act rests on the same arguments 
used in support of his position that the assignments were not valid as 
against him. Accordingly, for the reasons already stated above we 
reject this contention of the Trustee as without merit. Likewise, there is 
nothing in the record to support the Trustee’s last argument that the 
rights of the Bank are subject to modification in the final plan of re- 
organization. There is no evidence of the existence of any creditor, other 
than the Bank, with a security interest in the assigned receivables. See 
also In re Third Avenue Transit Corp., 2 Cir., 198 F.2d 708. 

Turning to the Bank's cross-appeal from the refusal of the court 
below to order the Trustee to pay the Bank reasonable attorney’s fees, 
we must first consider the Government's motion to dismiss this appeal 
on the ground that the notice of appeal was not filed within the time 
allowed by Section 25 of the Bankruptcy Act.* 


# Bankruptcy Act § 25, sub. a, 11 U.S.C.A. § 48, sub. a: 
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The notice of the Bank’s appeal was filed thirty-eight days after entry 
of the order below, and the only question raised by the Government’s 
motion is whether the thirty day or the forty day time limit in Section 25 
is applicable. In spite of the fact that, as required by the express pro- 
visions of Section 25 for the reduction of the time limit to thirty days, 
no notice of entry of the judgment was served on the Bank, and no proof 
of notice was ever filed with the District Court, the United States argues 
that the Bank was subject to the thirty day time limit because notice 
of entry of the judgment was mailed to it by the Clerk. This construc- 
tion of Section 25 is contrary to the plain meaning of the statute, and, 
in addition, has been considered previously and rejected by this Court. 
Hammer v. Tuffy, 145 F.2d 447, 451; Siegel v. Margiotta, 102 F.2d 525. 
Accordingly, the motion to dismiss the Bank’s appeal is denied. 


Consideration of the merits of the Bank’s appeal, however, raises 

a serious question regarding the completeness of the record on this 
appeal. The Bank sought an order in the District Court including an 
award of reasonable attorney's fees because the Clock Company, in 
the assignment contract, agreed “to reimburse the Bank for any and all 
legal and other expenses incurred in and about the checking, handling 
and collection of the accounts hereby assigned to the Bank and the 
preparation and enforcement of any agreement relating thereto.” The 
Government, in its oral argument before this Court and in its brief, 
opposed this claim on the ground that the United States, acting pursuant 
to Section 3670 and 8671 of the Internal Revenue Code of 1939, and 
Sections 6321 and 6322 of the Internal Revenue Code of 1954, 26 U.S.C. 
§§ 6821, 6322, had a tax lien on the proceeds of the assigned accounts 
which was prior to the “inchoate” lien of the Bank. Since the amount 
of the Bank’s lien for attorney’s fees was unknown at the time of the 
Clock Company’s petition for reorganization, this lien was “inchoate” in 
the sense used to determine its priority as against a United States tax 
lien. United States v. City of New Britain, 347 U.S. 81, 84, 74 S.Ct. 
867, 98 L.Ed. 520. Thus, the Government's lien is superior to the claim 
for attorney’s fees if the United States has complied with the afore- 
mentioned provisions of the Internal Revenue Codes and in addition has 
filed the notice of the lien as required by Section 3672 of the Internal 
Revenue Code of 1939, and Section 6323 of the Internal Code of 1954, 
26 U.S.C. § 6328, to protect the validity of the lien against the claim 
of a pledgee such as the Bank. The record on appeal, however, is devoid 
of any evidence concerning the action taken by the Government to 
perfect its lien, and the opinion below states no reason for the refusal 
ates —S title i ae —— ne yore seb of a shall oe within 

pn or _ amy uated of, proof of which see ce shall be filed soten tee dave 


after service or, if such notice be not served and filed, then within forty days from 
such entry.” 
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to grant attorney's fees. 

Therefore, since we cannot decide the merits of the Bank’s appeal 
because of the incomplete state of the record, this case is remanded to the 
District Court for determination of the issues of law and fact arising out 
of the application of the Bank for attorney's fees and the order below 
is otherwise affirmed. 





Corporation President in Illinois Presumed 
to Have Authority to Endorse Checks 


Plaintiff drew a check on defendent bank payable to a cor- 
poration whose president indorsed the check and after cashing 
it, used the proceeds for his own purposes. Five years later 
when plaintiff learned this, he brought suit against the drawee 
bank, alleging that the president of the corporation did not have 
express authority to negotiate commercial paper payable to the 
corporation. 

The court ruled in favor of the bank. It concluded that it 
was settled law in Illinois that the president of a corporation, 
by virtue of his office, is the head of the company and that any 
contract within the general powers of the corporation when 
executed by the president, in the absence of proof to the con- 
trary, “be presumed to have been executed by the authority 
of the corporation... .° Further, the court pointed out that 
the plaintiff could not recover because he had not claimed that 
the bank knew of the president’s alleged lack of authority. Even 
if the by-laws of the corporation expressly denied the president 
the right to indorse checks, the bank would not be liable for 
honoring a company check indorsed by him unless the bank 
had notice of such lack of authority. The bank in this respect 
would be entitled to rely on the presumed authority of the 
chief executive of acompany. Krantz v. Oak Park Trust & Sav- 
ings Bank, Appellate Court of Illinois, 147 N.E.2d 881. The 
opinion of the court is as follows: 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 371. 
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FRIEND, J. — Plaintiff appeals from an order and judgment of the 
Circuit Court allowing defendant's motion to strike plaintiff's complaint 
and dismissing his suit. 

It appears from the pleadings that on various dates in 1945 plaintiff 
issued five checks to the order of 661 Sheridan Apartments, Inc., in 
amounts aggregating $5,796.31; plaintiff certified four of these checks, 
but one, in the amount of $1,400 was not certified. The checks drawn 
upon the defendant bank were endorsed by the president of the payee 
corporation, cashed by him for his own purposes, paid by the bank in 
1945, and charged against plaintiff's checking account maintained with 
the defendant bank. Five years later, in 1950, plaintiff, allegedly 
on discovering the facts, notified the bank. 

The gravamen of the complaint is that the president of the corpora- 
tion, who cashed the checks, had no express authority to negotiate com- 
mercial paper payable to the order of the corporation. It is not specifically 
alleged that the bank had notice or knowledge of such lack of authority. 

Under the settled rule in this State, the president of a corporation, 
by virtue of his office, is the business head thereof, and any contract 
pertaining to the corporate affairs, within the general powers of the 
corporation, will, when executed by the president and in the absence 
of proof to the contrary, be presumed to have been executed by the 
authority of the corporation, as one of the powers incident to the office 
of president. Green v. Ashland, Sixty-Third State Bank, 346 Ill. 174, 
178 N.E. 468. It was held in that case that the presumed authority of 
the president of a corporation to contract on its behalf and so bind the 
corporation in respect of matters pertaining to corporate affairs is unaffect- 
ed, in so far as the public is concerned, by any instructions given to the 
president, or by limitations upon authority imposed through corporate 
by-laws. These are matters solely between the corporation and its officers; 
the by-laws and the special instructions, alike, are binding upon none 
but the officers and the members of the corporation. The rationale of 
the rule is that the corporation entrusts the chief executive office of presi- 
dent to a person known to and selected by its board of directors, and so 
entrusts general control of its affairs to its president. Accordingly, the 
general public dealing with the person in whorn the corporate body 
avowedly reposes such confidence ought not to be required to search for 
the precise authority of the president to fulfill each ordinary and usual 
function of his office; if the president is unworthy of trust in the execu- 
tion of the ordinary business affairs of the corporation, then it seems 
more equitable that the corporation, rather than persons dealing with it, 
should suffer. In the case here under consideration, the president of the 
payee corporation, in the exercise of his presumed authority, on five oc- 
casions endorsed checks payable to the order of a building corporation, 
all being drawn on defendant bank. 
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In order to conduct its business, the authority to endorse checks must 
be placed in some officer of a corporation, and in the absence of express 
authority to endorse checks, implied authority is given to the president, 
who is vested with general direction of the affairs of the corporation. 
Corn Belt Bank v. Forman, 264 Ill.App. 589. In the latter case it was 
held that the authority so implied is an actual authority, in keeping with 
commercial usage, arising from the business nature of the corporation, 
and that commercial transactions must be construed in accordance with 
commercial usage. 

The allegation that the president of the corporate payee lacked ex- 
press authority to endorse checks payable to the order of the corporation 
did not state that the defendant bank had notice or knowledge of such 
lack of authority. The mere allegation of the lack of express authority 
does not negate the presumed authority of the president; for even were 
the president of the corporation denied authority, by the by-laws, to en- 
dorse checks, yet, unless knowledge or notice of such lack of authority 
were communicated to the bank, it would be entitled to rely upon the 
presumed authority of the chief executive officer to endorse checks. 


We think the court properly allowed defendant’s motion to strike 
the complaint and dismiss the suit. The judgment order of February 
27, 1957, in favor of defendant and against plaintiff for costs, entered 
nunc pro tunc as of January 30, 1957, is therefore affirmed. 


Judgment affirmed. 
BURKE, P. J., and BRYANT, J., concur. 


BANK CAN RECOVER WHERE MONEY IS PAID UNDER 
MISTAKE OF FACT 


Krensky v. Pilgrim Trust Company, Supreme Judicial Court of Massachusetts, 
149 N.E.2d 665 


If a trust company pays money to its customer upon checks 
bearing forged indorsements the trust company could have a 
valid claim against the customer based on unjust enrichment 
caused by a mistake of fact. For similar decisions see B.L.J. 
Digest (Fifth Edition) § 564. 
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Unambiguous Note May Not Be Altered 
by Parol Evidence 


A bank, as the payee of a note made by the defendant com- 
pany and indorsed by the individual defendants, brought suit 
on the note against both the company and the indorsers. The 
defendants claimed that they were not liable on the note be- 
cause of an oral agreement reached between all the parties 
involved to the effect that the bank would look to a contractor 
for payment of the note, rather than to either the defendant 
company as maker or the individual defendants as indorsers. 
This agreement was allegedly made because the contractor 
which owed the company money could not borrow directly 
because one of its officers was also an officer of the bank. 


The court ruled in favor of the plaintiff bank. It reasoned 
that under general law in Florida, the maker of a note for which 
there was consideration would not be permitted to vary his 
written contract by proving an oral agreement indicating that 
he was not liable on the note. And although there is an ex- 
ception to this rule to the effect that oral evidence is admissable 
to show a limitation of the character of the delivery of a note, 
the exception does not extend to oral agreements which might 
vary the “legal effect of the terms of the note.” American Na- 
tional Bank of Fort Lauderdale v. The Knab Co., Inc., United 
States District Court, E. D. Wisconsin, 158 F.Supp. 695. The 
opinion of the court is as follows: 


GRUBB, D.J.—This case is before the court on plaintiff's motion for 
summary judgment pursuant to Rule 56 of the Federal Rules of Civil 
Procedure, 28 U.S.C.A. on the ground that there is no genuine issue as 
to any material fact and that the affirmative defenses asserted by defen- 
dants are insufficient as a matter of law. 

The action is for recovery of monies due the plaintiff from the defen- 
dants in accordance with the terms of a certain promissory note dated 
February 4, 1957, executed by the defendant The Knab Co., Inc., here- 
inafter referred to as the defendant company, as maker, and by the 
defendants Edward A. Knab, James V. Knab and Daniel C. Knab, as 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 478. 





| 
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indorsers. The American National Bank of Fort Lauderdale, hereinafter 
referred to as plaintiff bank, is the payee and owner and holder of this 
note, which is in the principal amount of $45,000 and which amount was 
paid by plaintiff bank to the defendant company. 

The promissory note in question was made, executed and delivered by 
the defendants in the State of Florida and was payable at the offices 
of the plaintiff bank in Fort Lauderdale, Florida. 

The defendants allege that the incidents leading up to the execution 
of the note were as follows: In April and May, 1956 the defendant 
company was employed as a subcontractor by Barnes-Richardson Con- 
struction Company, hereinafter referred to as Barnes-Richardson, to do 
certain construction work within the State of Florida. Thereafter the 
defendant company did furnish labor and materials pursuant to their 
agreement with Barnes-Richardson. Prior to the execution of the note 
in question, the defendant company made demand on Barnes-Richardson 
in the amount of $45,000 in accordance with their contract, but Barnes- 
Richardson represented it was unable to meet such demand. Subse- 
quently, Barnes-Richardson related to defendant company that it was 
unable to obtain loans from the plaintiff bank because E. J. Richardson, 
an officer of Barnes-Richardson, was also an officer of plaintiff bank, 
but that the bank would be able to extend a loan to Barnes-Richardson 
indirectly through the defendant company. Thus, in order for Barnes- 
Richardson to pay its debt to the defendant company, the defendant 
company, Barnes-Richardson and plaintiff bank arranged for defendants 
to execute the note in question, but upon the contemporaneous oral 
agreement that the plaintiff bank was to look only to Barnes-Richardson 
for payment. 

The individual defendants signed the note as indorsers. It is alleged 
by the individual defendants that they signed as indorsers only on the 
agreement between plaintiff bank, Barnes-Richardson, and the defendant 
company that the note would be paid directly or indirectly by Barnes- 
Richardson, and that such endorsement was for record purposes only. 

Plaintiff bank contends that even if these allegations be taken as 
true for the purposes of this motion, they are insufficient as a defense. 

Defendants assert basically three defenses: 


1. That delivery of the note was conditioned on payment of certain 
sums from Barnes-Richardson to the defendant company, more specifi- 
cally, Barnes-Richardson’s payment to defendant company of the 
amount due on the note. 

2. That defendant company was an accommodation maker, and 
that defendants Edward A. Knab, James V. Knab and Daniel C. Knab 
were accommodation indorsers. 

8. The individual defendants contend that having the note in the 
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possession of the plaintiff bank, at its office on the date of payment for 
payment is not sufficient presentment as to indorsers. 

The first defense goes to the question of whether the defendants shall 
be allowed to show a parol agreement made prior to or contemporaneous 
with the execution of the note, to contradict the terms of a note which 
is unambiguous on its face. 

The general rule is that the maker of the note for which there was 
consideration, will not be permitted to contradict or vary his written 
contract by showing a parol agreement that he was not to be liable upon 
the note. Bacon v. Green, 1895, 36 Fla. 325, 18 So. 870; Strickland v. 
Jewell, 1920, 80 Fla. 221, 85 So. 670; Forbes v. Ft. Lauderdale Mercantile 
Co., 1922, 83 Fla. 66, 90 So. 821; Anderson v. Ax, 1982, 104 Fla. 294, 
189 So. 798; Fannin v. Fritter, 1937, 127 Fla. 97, 172 So. 691. 

Counsel for the defendants urges this case comes within the exception 
to the parol evidence rule provided by section 674.18, Fla.Stat.Ann., which 
reads as follows: 


“Every contract on a negotiable instrument is incomplete and 
revocable until delivery of the instrument for the purpose of 
giving effect thereto. As between immediate parties, and as 
regards a remote party other than a holder in due course, the 
delivery in order to be effectual must be made either by or under 
the authority of the party making, drawing, accepting or indorsing, 
as the case may be; and in such case the delivery may be shown 
to have been conditional, or for a special purpose only, and not 
for the purpose of transferring the property in the instrument. 
But where the instrument is in the hands of a holder in due course, 
a valid delivery thereof by all parties prior to him so as to make 
them liable to him is conclusively presumed. And where the 
instrument is no longer in the possession of a party whose signa- 
ture appears thereon, a valid and intentional delivery by him 
is presumed until the contrary is proved.” 


It follows that parol evidence of a contemporaneous agreement 
would be admissible where the agreement was not to limit the legal 
effect of the terms of the note, but to limit the character of its delivery 
prior to its becoming a completed note. This rule applies to agree- 
ments in which the note does not become effective until after the 
happening of a condition precedent. 

In attempting to bring this case within such application, defendants 
cite Cockrell v. Taylor, 1986, 122 Fla. 798, 165 So. 887, 105 A.L.R. 1338, 
for the proposition that a defendant maker may show by parol evidence 
that the plaintiff payee was to look for payment of the note in question 
only out of funds to be paid the maker by a third party. 
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However, counsel overlooked the controlling facts of the Cockrell 
case that no consideration passed contemporaneous with the execution 
of the note in question. The promissory note there involved represented 
the commission payee would receive if and when the buyer of defendant’s 
property made deferred payments for the land sold. Thus, Florida’s 
high court held the note was conditional upon the payment for said 
real estate. 

In the case now before the court the _laintiff bank paid the sum of 
$45,000 as consideration for the execution and delivery of the note in 
question. Consideration having passed contemporaneous with the 
execution of the note, the instrument was a completed note with legal 
effect. Defendants’ contention that there was a condition of delivery 
is not sustained. The alleged condition related to payment, not to 
delivery. 

The use of the phrase “and not for the purpose of transferring the 
property in the instrument”, (Section 674.18, Fla.Stat.Ann.) clearly 
means the right to set up by parol conditions; parol conditions as to 
delivery, not parol conditions to vary the terms of the written instru- 
ment. Here the alleged parol agreement had nothing to do with the 
transferring of the property of the note but is alleged to have related 
solely to the time and source of payment, contrary to the terms of the 
document itself. 

Having failed to bring this case within the exception provided by 
Section 674.18, defendants are precluded from attempting to vary the 
unambiguous terms of the written instrument by parol evidence. 

Defendants assert as a second defense that the defendant company 
executed the note in question as accommodation maker, and that the 
individual defendants indorsed the note as accommodation indorsers. 

Section 674.32, Fla.Stat.Ann. provides as follows: 


“An accommodation party is one who has signed the instru- 
ment as maker, drawer, acceptor or indorser, without receiving 
value therefor, and for the purpose of lending his name to some 
other person. Such a person is liable on the instrument to a holder 
for value, notwithstanding such holder at the time of taking the 
instrument knew him to be only an accommodation party.” 


However, whether or not any of the defendants are accommodation 
makers or indorsers is immaterial, as an accommodating party is liable on 
the instrument to a holder for value, notwithstanding such holder at 
the time of taking the instrument knew him to be only an accommodating 
party. Rapp v. Demmerle, Fla. 1952, 61 So.2d 481; Fannin v. Fritter, 
supra. 

In applying section 674.32, Fla.Stat.Ann., the Florida court held that 
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even though deemed an accommodation party the defendant was liable 

to the payee who was a holder for value. Rapp v. Demmerle, supra. 
Plaintiff is a holder for value, and as such, defendants’ claimed status 

as accommodating parties would not alter plaintiff's right to recover. 
With reference to the alleged defense of lack of presentment to the 

indorsers, section 674.75, Fla.Stat.Ann. provides: 


“Presentment for payment, to be sufficient, must be made: 

. (3) At a proper place as herein defined. . . .” 
Section 674.76, Fla.Stat.Ann. provides: 

“Presentment for payment is made at the proper place: (1) 
Where a place of 2378 is specified in the instrument and it 
is there presented; . 


Where a note is payable at a bank, sufficient presentment to an 
indorser occurs if the instrument is actually in the bank at maturity 
ready to be delivered to any person who is entitled to it on payment. 
Farmers’ and Merchants’ Bank of Sun Prairie v. Gordon, 1929, 200 
Wis. 5, 227 N.W. 234. This Wisconsin case was decided under Wisconsin 
Statutes, W.S.A. 116.01 et seq. identical with the Florida law. 

Defendants’ counsel was invited to submit any authority he had for 
his contention contrary to the above. Nothing has been submitted, 
nor has the court found such authority. 

Plaintiff bank having pleaded facts sufficient to entitle it to relief, and 
defendants having failed to raise any material issue of fact or any 
affirmative defense sufficient in law, plaintiff bank’s motion for summary 
judgment is hereby granted. 

This leaves for determination the matter of attorney fees, the note 
and indorsement providing for attorney fees. Plaintiff's counsel may 
bring that matter on for hearing and when it is determined, judgment 
may be entered as demanded in the complaint. 
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Georgia and Alabama Courts Rule Notes 
Are Not Non-Negotiable 


Two very interesting cases involving whether or not certain 
promissory notes were negotiable have been decided in recent 
months. 

In the Citizens & Southern National Bank case, set forth 
below, the Supreme Court of Georgia ruled that notes were not 
made non-negotiable where they otherwise complied with the 
Georgia Code for being negotiable but contained a statement 
that the maker tendered them in settlement of insurance prem- 
iums, that if any of the notes were not paid then all notes be- 
came due and that all unearned premiums by reason of can- 
cellation of the notes became the property of the insurance 
agency. The court reasoned that such a statement did not 
make the payment of the notes conditional nor did it require 
the maker to do anything other than pay money. Citizens & 
Southern National Bank v. Johnson, Supreme Court of Georgia, 
104 S.E.2d 123. 

In the Spillers case the Alabama Court of Appeals ruled 
that a note omitting the usual “or order” or “to the order of” 
which would without other circumstances be non-negotiable 
was in fact negotiable because it contained the additional 
legend “Negotiable and payable at Citizens Bank, Moulton, 
Ala.” The court determined that this legend was sufficient to 
make the note negotiable under title 39, Sec. 14 of the Alabama 
Code which reads: “The negotiable instrument need not fol- 
low the language of this article, but any terms are sufficient 
which clearly indicate an intention to conform to the require- 
ments thereof.” Spillers v. Lafever, Court of Appeals of Ala- 
bama, 103 So.2d 837. The opinions of the courts are as follows: 


Georgia decision 
ALMAND, J.—In a suit by the Citizens & Southern National Bank, 
on notes executed by Willie Johnson, payable to the order of Morgan & 
Morgan Insurance Agency, which had been transferred to the bank before 
maturity, the defendants entered a plea and answer asserting that the 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) $$ 936, 964. 
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notes sued on were (a) non-negotiable, and (b), even if they were 
negotiable, the plaintiff was not a holder in due course, and at the time 
it took the notes had knowledge of such facts, and that its action in taking 
the notes amounted to bad faith (Code, Sec. 14—502(4)), the Court of 
Appeals held that the trial court erred in sustaining the plaintiffs de- 
murrers and striking the defendant’s answer and rendering a judgment 
in favor of the plaintiff. 97 Ga.App. 200, 102 S.E.2d 680. We granted 
the bank’s petition for writ of certiorari to review this judgment. 


The facts alleged in the petition and answer are fully set out in the 
opinion of the Court of Appeals and need not be here stated. Upon a 
careful review we are of the opinion that the Court of Appeals erred in 
holding that the notes sued on were non-negotiable and that the answer 
set out an issuable defense. The instruments meet all the requirements 
of Code § 14—201 to make them negotiable and were not rendered non- 
negotiable by containing “an order or promise to do any act in addition 
to the payment of money.” Code § 14—205. The fact that the notes are 
captioned with the words “Conditional Acceptance Premium Note” does 
not alone determine the character of the notes. In determining their 
legal import courts are not bound by the name given them but must 
look to the language in the body of the notes. Motor Contract Co. v. 
Citizens & Southern Nat. Bk., 66 Ga.App. 78, 17 S.E.2d 195. The fact 
that the notes, after reciting a promise to pay a stated sum on a given 
date, further provided that the maker tenders them in settlement of 
premiums covering certain insurance policies and “that if any of these 
notes are not paid when due that Morgan and Morgan Insurance Agency 
reserves the right to declare all unpaid. notes due and immediately cancel 
all policies in connection with which these notes are given in settlement 
of premiums. It is further agreed that all unearned premiums by reason 
of any such cancellation shall be the property of Morgan & Morgan Insur- 
ance Agency”, and on the back of the notes appear the name of an insur- 
ance company and a policy number, does not make the promise to pay 
conditional nor do they contain any order or premise on the part of the 
maker to do any act in addition to the payment of money. See Union 
Life Ins. Co. v. Greenleaf, 64 Me. 128; Odom v. Pinkston, Tex.Civ.App., 
198 S.W.2d 888(4); and Pyron & Son V. Ruohs, 120 Ga. 1060(6), 48 S.E. 
434. See, also, Edwards & Deutsch Lithographing Co. v. Vidalia Grocery 
Co., 144 Ga. 514, 87 S.E. 675, L.R.A.1916D, 624, and State Banking Co. v. 
Morgan, 30 Ga.App. 430, 118 S.E. 415. 


2. It is contended that, even though the notes were negotiable, the 
plaintiff knew that they were given in payment of insurance premiums 
to the agent of the insurer, and the proceeds of the notes belonged to it, 
and though the bank knew in taking premium notes from the agent, it 
was normal practice for the bank before advancing any funds to the 
agent to give to the insurer notice and obtain confirmation, and if such 
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inquiry had been made, it would have been revealed that the agent had 
no actual authority to take or discount the notes and that the agent was 
insolvent. Therefore, he asserts, the bank did have such knowledge 
of the infirmities of the notes as to amount to bad faith under Code § 14— 
506. That the plaintiff had knowledge of the consideration of the notes 
did not carry with it any notice of the failure of consideration nor was 
it bound to make inquiry as to whether the consideration had or would 
fail. Florence v. Commercial Bank, 34 Ga.App. 329(1), 129 S.E. 560, 
and Hengstler v. Huguley-Scott Auto Co., 39 Ga.App. 287, 146 S.E. 645. 
A mere failure to inquire of the insurer as to the authority of the agent 
to take the notes of the insured in payment of insurance premiums would 
not constitute bad faith under the Negotiable Instruments Act as con- 
tained in Code § 14—502(4). Something more than mere mistake of 
judgment is necessary to constitute bad faith. To constitute bad faith 
by a purchaser of a negotiable instrument before maturity he must 
have acquired it with actual knowledge of its infirmity or with a belief 
based on the facts or circumstances as known to him that there was a 
defense or he must have acted dishonestly. Benton v. Sikyta, 84 Neb. 
808, 122 N.W. 61, 24 L.R.A.,N.S., 1057 and Gerseta Corp. v. Wessex- 
Campbell Silk Co., 2 Cir., 3 F.2d 236. See Britton: “Bills and Notes” 
Sec. 100. 

The allegations in the plea and answer of the defendant are in- 
sufficient as against the plaintiff, a holder of the notes in due course, 
to support the ruling of the Court of Appeals, that the payee of the 
notes was acting as the agent of the insurer and the insured, and the 
act of the agent in accepting the notes as payment of the premiums 
without the consent of the insurer was fraudulent and against public 
policy. 

The Court of Appeals erred in its holding that the plea and answer 
set forth a defense to the action on the notes. 


Judgment reversed. 
All the Justices concur. 


Alabama decision 

CATES, J.—Action claiming $1,328.44 due on a note secured by a 
chattel mortgage, both of which instruments were given to one George 
W. Beene (intestate) by Lafever. Spillers, according to the amended 
complaint, is alleged to be an assignee of the note and mortgage as an 
agent for collection for the benefit of Beene’s administratrix. 

The jury found for the defendant on an affirmative instruction by 
the trial judge. 

The evidence showed Spillers did not have the instrument indorsed 
to him until after commencement of the action, viz., on the date of trial. 
The indorsement was restricted (Code 1940, T. 39, § 38), in that it was 
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“for collection of same and payment to me or himself.” T. 39, § 39, reads 
in part: 
“A restrictive indorsement confers upon the indorsee the right: 
“(1) To receive payment of the instrument. 
“(2) To bring any action thereon that the indorser could 
bring.” 

The note in question was payable to “George W. Beene” omitting 
the usual “or order” or “to the order of.” This omission by operation of 
subsection (4), §8 of T. 39, would make the note nonnegotiable but 
for the additional legend: “Negotiable and payable at Citizens Bank, 
Moulton, Ala.” Title 39, § 14, which reads: 


“The negotiable instrument need not follow the language of 
this article, but any terms are sufficient which clearly indicate an 
intention to conform to the requirements thereof.” 


overcomes the deficiency, see Enoch v. Brandon, 249 N.Y. 268, 164 
N.E. 45. This is bolstered by the usual waiver of exemption clause 
which refers to “endorsers.” See Beutel’s Brannan Negotiable Instru- 
ments Law, 7th Ed., § 10, Uniform Act, pp. 388—340. This combination 
of verbiage we consider to meet the rules laid down in Quast v. Ruggles, 
72 Wash. 609, 181 P. 202. 

Being payable at a bank, the note must be sued on in the name of the 
person having legal title if the Negotiable Instruments Law has not 
superseded the last clause of T. 7, § 126. Beason v. South Carolina Bank 
of Greenville, 222 Ala. 25, 180 So. 551. We believe that this latter 
section is to be construed where negotiable instruments are concerned 
in pari materia with T. 39, § 58, which provides: 


“The holder of a negotiable instrument may sue thereon in 
his own name and payment to him in due course discharges the 
instrument.” 


Bank of Tallassee v. Jordan, 200 Ala. 182, 75 So. 980, where the plain- 
tiff was a holder for collection, does not influence the instant case, since 
here there is no question of cutting off a defense of the maker against 
the payee. 

Title 39, § 2, unlike § 191 of the Uniform Act and also unlike § 5188 
of the 1907 Code, defines a holder as “the payee or indorser of a. . . 
note who is in possession of it. (Italics ours.) The word “indorser” 
appears in the official text of the 1940 Code in the Secretary of State’s 
office. The 1907 Code and the Uniform Act say, “indorsee.” 

Indorsement is defined as “an indorsement completed by delivery.” 
Quaere: Can an “indorser” be in possession of a note if he must deliver 
it? 


eee 
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This change of definition by what was probably a failure in proof- 
reading the 1923 Code virtually renders nugatory § 51 and § 53 of T. 39. 

We hold that Spillers failed to show the right in him to sue on this 
note (1) because he was not shown to be an “indorser” of the note, 
and (2) he had no interest, legal or equitable, at the time suit was filed. 

Having considered all of the errors assigned, we are of the opinion 
that the judgment below is due to be 

Affirmed. 





Deposit Contract With Bank Does Not Determine 
Property Rights in Deposited Funds 


The Court of Appeals of Ohio has ruled that a determina- 
tion by a lower court that certain funds in a bank account 
were the property of the son of the depositor was manifestly 
against the weight of the evidence and that therefore the case 
was remanded to the lower court for a retrial on all issues of 
fact. In reaching this conclusion the Court of Appeals reasoned 
that the cases in Ohio indicate that the names in which bank 
deposits are entered on the records of a bank or the names 
authorized by contract with the bank to withdraw funds from 
bank accounts of others are not conclusive as to the true owner- 
ship of such accounts or the interest therein. Possession alone 
or the bare right to withdraw funds is not decisive of the ques- 
tion of property rights. 


Moreover the Ohio Code which indicates that a bank may 
make payment to depositors or their survivors upon proper 
order was enacted only for the protection of banks in dis- 
bursing funds held in accounts deposited in the names of two 
or more persons and made payable to either or the survivor. 
The right to the property therefore must be established by 
evidence beyond or outside the terms of the contract with the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 440. 
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bank. Jones v. Neu, Court of Appeals of Ohio, 150 N.E. 2. 858. 
The opinion of the court is as follows: 


SKEEL, P. J.—This appeal comes to this court on questions of law 
from a judgment or final order entered by the Probate Court of Cuyahoga 
County dismissing the administrator’s complaint filed against Lester O. 
Neu for concealment of assets of the Estate of Anna M. Neu. 

The deceased, Anna M. Neu, died April 26, 1957. She was eighty 
years of age at the time of her death. The decedent opened a savings 
account in the Society for Savings Bank on August 24, 1922. On 
August 3, 1945, she signed a printed form, prepared by the bank, 
providing that Lester Osborn Neu was authorized to withdraw from 
the account “such sums as he may call for.” On March 1, 1957, the 
decedent was taken to a nursing home for care where she stayed until 
her death. On April 4, 1957, Lester O. Neu withdrew two separate 
amounts from this account. The first amount withdrawn was $400 
followed later that day by a withdrawal of the remaining balance of 
$9,061.09, which he transferred to his personal savings account at the 
Society for Savings. The account to which he transferred the money 
was the account his mother started for him on the same day the account 
here being considered was begun. 

It is the claim of the administrator that the money withdrawn by 
Lester O. Neu was the property of the deceased when withdrawn and 
also her property at the time of her death. This action seeks an order 
for the return of the money to the estate and is brought under the pro- 
visions of Revised Code 2109.50. From the dismissal of the administra- 
tor’s complaint, the following errors are presented in this appeal: 


1. Said Court erred in overruling complainant’s motion for new 
trial and in entering judgment dismissing the complaint against defend- 
ant Lester O. Neu. 

2. The Court’s written findings of fact are manifestly against the 
weight of, are not sustained by any, and are contrary to the evidence. 

8. The Court’s written conclusions of law are erroneous and are 
contrary to law. 

4, The judgments contrary to law. 

5. The judgment of the Court is manifestly against the weight of, 
is not sustained by any, and is contrary to the evidence. 

6. The Court erred in refusing to admit evidence offered by the 
appellant to the refusal of which the appellant duly objected. 

7. The Court erred in the admission of evidence offered by the 
appellee Lester O. Neu, to which the appellant objected. 

8. Other errors of law appearing during the progress of the trial 
and apparent on the face of the record. 

There are undisputed facts which need to be stated before consider- 
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ing the contradictory evidence presented by the parties in giving con- 
sideration to the errors presented. 

Two savings accounts were opened at the Society for Savings Bank 
of Cleveland, Ohio, by the decedent on August 24, 1922. The first was 
opened in her own name (Anna M. Neu) by a deposit of $350 the account 
being No. 508731. She was then about forty-four years of age. At 
the same time, she also opened a savings account (No. 508732) in the 
name of and for her son, Lester O. Neu, who was then twelve years of 
age. Both accounts remained active or current until April 4, 1957, 
when Lester O. Neu closed out his mother’s accounts by first taking 
out $400 which he received in cash, and then later, on the same day, 
by transferring the balance of his mother’s account (No. 508731), to 
wit, the sum of $9,061.09 to his own account (No. 508732). Thus, for 
thirty-five years, each carried a separate bank account in the same 
bank in their individual names. On the day the son’s account was 
opened a notation was made thereon that “Anna M. Neu may draw for 
him.” This, of course, was necessary because of his age. A trusteeship, 
however, was not provided. There is no evidence that this power was 
ever withdrawn and, therefore, continued until the day of the mother’s 
death. 

On August 3, 1945, the following authority providing that Lester O. 
Neu could draw from the account of his mother, Anna M. Neu, was 


executed: 
“Cleveland, Ohio 


“August 3, 1945. 

“The Society for Savings in the City of Cleveland, is hereby 

notified that Lester Osborn Neu (signature) is authorized to 

withdraw hereafter from my account No. 508731 with said 
Society, such sums as he may call for. 

“Revocable only by notice in writing, signed by me, and 

accompanied by the passbook. 
“(s) Anna M. Neu.” 


On the date this authority was signed, $2,962.50 was on deposit in 
the account and a notation was put on the passbook “Lester O. Neu may 
draw for her 8/3/45.” On this date (August 3, 1945), a deposit of 
$1,789.68 was made. Also on that day Lester O. Neu had a balance in 
his own account of $1,337.04. 

There were two other bank accounts disclosed by Lester O. Neu 
in his testimony. They were deposited in a branch of the Cleveland 
Trust Company located at Clark Avenue and West 25th Street, one 
account being in the name of Anna M. Neu and the other in the name of 
Lester O. Neu. Each held the power to draw from the account of the 
other. These accounts were closed by Lester O. Neu on April 25, 1957, 
one day before the death of Mrs. Neu. He testified that there was about 
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$5,000 in his account at the Cleveland Trust Company and about $1,000, 
plus interest, in Mrs. Neu’s account at that time. The date that these 
accounts were opened is not disclosed in the record. 

The deceased owned the house where she and her son, Lester O. 
Neu, lived. The daughter, Mrs. Edna Arnold, prior to her marriage, 
also lived there. Mrs. Neu’s brother was a permanent board-paying 
resident at this address. The son, Lester O. Neu, who lived in his 
mother’s home all his life, never paid a stipulated price for his room and 
board. He testified as follows: 


“Q. Did you pay any board at your house, there? A. No, 
not directly, just what ever I—when I cashed my checks, such 
as a payroll check, I paid the utility bills all in one trip and 
the rest of the money went in to my mother year after year.” 


The defendant testified that his mother was employed at the City 
Hospital until 1986 and that her brother, who lived with them, paid 
from $6 to $10 per week as the years progressed and that his mother 
had no independent income after leaving her employment at City 
Hospital. 

The decedent’s bank account grew from occasional deposits of not to 
exceed $100 at any one time until July 14, 1987 when a deposit of 
$1,204.39 brought the balance to $2,416.39. It then continued to grow 
by adding dividends received from the bank and by small deposits 
until August 8, 1945 when a deposit of $1,789.68 brought the balance to 
$4,752.18. In December, 1947, a deposit of $3,021.25 increased the 
account to $7,889.81. Only two other deposits of any consequence were 
made, aside from the yearly bank dividends, after the last date men- 
tioned, i.e., $100 on March 2, 1951 and $300 on March 4, 1952. 

The personal account of Lester O. Neu prior to March 2, 1945, when 
the balance was $1,327.85, is not shown by the record. The more size- 
able deposits on that part of this account shown in the record, aside 
from dividends, were $273.44 on August 5, 1947, $600—November 10, 
1950, $500—September 26, 1951, and $500—December 4, 1952, the 
balance on December 31, 1956 being $3,629.29. When the deposit of 
$9,061.09 was transferred to this account from the deceased’s account on 
April 4, 1957, the total balance became $12,690.38. 

Lester O. Neu owned a house from which he derived an income. 
This house was mortgaged. The income from rent, the required pay- 
ments of taxes and mortgage payments, are not disclosed. Lester O. 
Neu was employed for ten year prior to the date of the trial (June 12, 
1957) as a tower man for the Erie Railroad Company. His income 
from such employment is not in the record, nor is any employment prior 
thereto disclosed. There is no evidence in the record that any of the 
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deposits made to the account of Anna M. Neu were to be considered as 
Lester O. Neu’s money unless his testimony of what occurred on August 
8, 1945 be so considered. This testimony disclosed what took place when 
the authorization permitting him to withdraw from his mother’s account 
was signed at the bank, and a deposit of $1,789.68 was made. Lester O. 
Neu testified about this occasion as follows: 


“Q. Coming down to August the 3rd of 1945, there has been 
testimony here as to transfer or alterations in these bank books 
or these bank accounts. Now, can you explain to the Court, in 
your own words, on or about August the 3rd of 1945, what brought 
about these changes in this bank book? A. That was done so 
that the money would be available in case anything happened to 
me and I put it in her—her bank, in her bank account and she 
could draw also on mine. We was both there together, as I 
recall it, right at the same time.” 


The fact is that there is no explanation of any kind in the record 
as to any other deposit, large or small, made to the account of Anna 
M. Neu. 

The claim of Lester O. Neu to the bank account of his mother was 
originally based on two contradictory grounds, that is either that the 
money was a gift to him, which was alleged to have been made about 
April 4, 1957, or that it was his own money, deposited by him to her 
account. This controversy is entirely based on Lester O. Neu’s testimony. 
By opening statement, his counsel claimed the money both by gift and 
by ownership. On this question, Lester O. Neu testified as follows as 
to his visit to his mother at the rest home on or about April 3, 1957: 


“Q. Now, Mr. Neu, how about the first, second or third of 
April, 1957, what, if any, conversation took place between you 
and your mother, Anna Neu in the rest home as regards this 
account? 

“Mr. Jones: Objection. 

“The Court: Overruled, he may state it. 

“Q. Explain it to the Court. A. She called to see her bank 
books, one from Cleveland Trust and the one from Society for 
Savings, the next time I come out, and I did so, and I opened 
the package and showed her what she had. She said it was my 
money and that I could have it and that is the way she wanted it. 

“Q. What, if anything, did she do at this time, if anything; I 
mean, just what happened? Explain it. A. I took the bank 
books from under the rug in the bedroom, that is where she kept 
them, and took them to the rest home. I opened them up, ex- 
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plained how much money she had in these two accounts. She 
told me she wanted me to have the money and I took the bank 
books with me back to withdraw the money. 

“Q. She told you she wanted you to have the money? 
A. That is correct.” 

And at the bank, on April 4, 1957, he testified: 

“Q. What, if anything, did you do there? A. I needed the 
gift of it. I didn’t want to draw all of this money of $9,000. 
I asked him where I had to go to turn this gift money over into 
my account and he directed me to the main floor, clean aside 
across the main floor of the building into a railing there and I 
went to this desk here to this man and he took care of it. 

“Q. And this man that you went to, did you explain to him 
why you were there? A. Yes, sir. 

“Q. Well, what did you say then? A. I explained it, that 
this money was to go to me as a gift.” 

He further testified: 

“Q. And she told you, according to your testimony, that that . 
money in that account in her name at the Society for Savings 
she wanted to give to you, is that right? A. Yes, sir, correct. 

“Q. And what did you say to that? A. Well, naturally, it 
was all right with me. 

“Q. All right. So, at that time, Mr. Neu, you considered 
those funds to be your mother’s right? A. I wouldn't say that, : 
no, the bank—my money there was banked in my bank account 
and it shows— 

“Q. In other words, your mother was giving you your own 
money, is that what you are saying here? A. That is correct.” 


“Q. No, excuse me, I meant the $9,400. What did you with- 
draw the $9,400 for at that time? A. That was a gift. 
“Q. But you testified a minute ago that it was your money? . 
A. That is right. 
“Q. Then why didn’t you withdraw it before April 4, 1957? 
A. Should I explain it? 
“Mr. Brady: Explain it. He is asking for it. Explain it. 
“A. All right, I was disqualified in the Army as having 
chronic asthma, I have that slip. 
“The Court: Talk, slower, please. 
“Mr. Brady: Talk slower. 
“A. I was disqualified in the Army in ’42 with chronic asthma, 
and I have a sore throat now, you will have to pardon me, I had 
no life insurance whatsoever, no automobile insurance whatsoever, 
and a mortgage on the house, and if anything happened to my 
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funds, I figured I would lose it all, and I didn’t want to be in 

that financial straits. 

“Q. You said you would lose it all. Now, I just don’t follow 
that, 

“Mr. Neu. Can you elaborate on that a little? 

“A. Well, like I said, I was severely sick, I had no life insur- 
ance, not to this day. Now, of course, I have automobile insur- 
ance, I— 

“Q. When were you discharged from the Army? A. I was 
4-F to begin with in *42. 

“Q. Well, you had all of those problems from 1942 to 1957, 
didn’t you; you had the same problems then that you had on 
April 4, 1957, didn’t you? 

“A. Well, yes. Q. Well, then why didn’t you withdraw the 
money shortly after 1942; why did you wait until 1957? 

“A. It was still safely—if I had an accident or anything at all, 
death, anything, the money I figured was mine there, lying there, 
it was safe there.” 

The trial court in its conclusions of law did not mention the subject 
of gift. Nor was there any finding of fact or law on the issue of the 
mental capacity of the decedent at the time it was claimed a gift was 
made, that is, at or about April 2, 1957, although evidence on this 
question was presented by both parties as shown by the record. 

For the reason that the trial court did not find a lawful gift of the 
money in the account to him as claimed by Lester O. Neu, we confine our 
consideration of the errors claimed with respect to whether the money 
in the bank account of the decedent was that of Lester O. Neu, or, 
if not, whether the power to draw from her account, granted to Lester 
O. Neu, by his mother on August 3, 1945, gave him a joint ownership 
or title to the money in the account or to such as he should actually 
withdraw by reason of such authority. On these questions, the trial 
court’s findings of fact are not sustained by sufficient evidence. 

The finding of fact by the trial court that: “No agency or third 
party beneficiary relationships can be determined from the contract,” 
is a conclusion of law and not a finding of fact and the finding that: 
“There was consideration for this contract since Lester O. Neu caused 
Anna M. Neu’s name to be added to passbook No. 508732, at the same 
time under the same circumstances” is not supported by evidence since 
Anna M. Neu’s right to withdraw from Lester O. Neu’s account was 
contracted for in 1922 when the account was opened and the only change 
since that time was the fact that Lester O. Neu’s signature was placed 
on the card February 11, 1987, so that he could withdraw from his own 
account. 

The conclusions of law are as follows: 
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“The Court draws the following conclusions of law in the in- 
stant case: 

“That it has jurisdiction herein. 

“That the complaint must be sustained by the preponderance 
of the evidence. 

“The Court finds that the contract (exhibit, 5’) with the 
Society for Savings Bank, in the City of Cleveland, by its terms, 
creates a joint account, insofar as, withdrawals may be made by 
either party, at any time and in any amount. 

“That the contract (exhibit, 5’) is not ambiguous, does not 
create an agency or a third party beneficiary, and that there is 
legal consideration for said contract. 

“That there was no interest in the funds, in decedent’s name 
at the time of her death. 

“The Court finds that defendant did not conceal, embezzle, 
or convey away, or had in his possession any of the decedent's 
funds. 

“The Court, therefore, finds the complaint is not sustained by 
sufficient evidence, and must be dismissed.” 


The finding or conclusion of law that the authority signed by the 
decedent authorizing Lester O. Neu to withdraw from the account 
creates a joint account insofar as withdrawals made by either party 
at any time and in any amount cannot be sustained. The authorization 
of another to draw from one’s account without more does not transfer 
title to the money therein or to money withdrawn under the authority 
given. The purpose of granting the privilege to withdraw funds from 
another's bank account must be established to determine its effect on 
the title or right to the money. So far as this record is concerned, there 
is no evidence on that subject other than the written authorization quoted 
above. There is not a word in the record that Mrs. Neu said or did 
anything on August 8, 1945 except sign the withdrawal authority. The 
record, therefore, does not disclose a purpose to make a gift or create 
a joint ownership of the account and a joint and survivorship account 
was, therefore, not created by the language of the contract granting 
authority to withdraw from the account. While the owner of the account 
made it possible for and did consent to Lester O. Neu taking possession 
of monies in the account, the missing element to the claim of joint 
ownership by Lester O. Neu to such monies is the lack of an expressed 
donative intent by the decedent when such authority was given. 

In Brown on Personal Property, the rule stated that the making of a 
deposit of funds in a bank in the name of another, without expressing 
donative intent, does not create a gift, is based on the same principle 
that is applicable here. In paragraph 63, page 211 of the Second Edition, 
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(1955) in considering the question on the authority of Beaver v. Beaver, 
117 N.Y. 421, 22 N.E. 940, 6 L.R.A. 408, the author says: 


Arlt Ntre me 


“The mere deposit of funds to the credit of another does not, 
however, standing alone, prove a gift. According to a leading 
New York case, ‘We cannot close our eyes to the well-known 
practice of persons depositing in savings banks money to the credit 
of real or fictitious persons, with no intention of divesting them- 
selves of ownership. It is attributable to various reasons; reasons 
connected with taxation; rules of the bank limiting the amount 
which any one individual may keep on deposit; the desire to 
obtain high rates of interest where there is discrimination based 
on the amount of deposits, and the desire, on the part of many 
persons, to veil or conceal from others knowledge of their pecun- 
iary condition. In most cases where a deposit of this character 
is made as a gift, there are contemporaneous facts or subsequent 
declarations by which the intention can be established, indepen- 
dently of the form of the deposit. We are inclined to think that 
to infer a gift from the form of the deposit alone would, in the 
great majority of cases, and especially where the deposit was of 
any considerable amount, impute an intention which never existed 
and defeat the real purpose of the depositor.’ 

“Accordingly, when it satisfactorily appears that the form of 
: the account was not due to a donative intent on the part of the 
. depositor but to some of the reasons mentioned by the New York 
court, the gift fails for lack of a proper intent... .” 
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In the case of Bender v. Cleveland Trust Co., 123 Ohio St. 588, 176 
N.E. 452, it was difficult for David Bender to travel to the bank, and 
for his convenience, an arrangement was made for his wife to withdraw 
funds from his bank account. The notation on the account was “Either 
q May Draw.” There was a clear presumption to be deduced from 
the provisions of the will of Bender that a gift was not intended. The 
court, in holding the money was that of the husband’s estate, although 
the wife had drawn out the funds before his death, said on page 594 of 
123 Ohio St., on page 454 of 176 N.E.: 


“It must be concluded that there was no gift, for the reason 
that the evidence fails to disclose a delivery coupled with the in- 
tention to pass the property as a gift. Although the cases are not 
in accord, the weight of authority supports the view above in- 
dicated. The more recent cases involving this question are fully 
annotated in 48 A.L.R., 189.” 


Also in the case of Bauman v. Walter, 160 Ohio St. 273, 116 N.E.2d 
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435, money of the wife was deposited in two bank accounts, one a 
savings account, the other a commercial account. Both names were 
placed on the accounts, i.e., Mr. or Mrs. Edwin M. Walter, on the 
savings account, and Celia A. Walter or Edwin Walter on the checking 
account. The wife was killed by the husband before any of the money 
was withdrawn. The husband being disqualified from the right to inherit 
from his wife (2105.19 R.C.) contested the right to the money with the 
father of the deceased, her only next of kin, on the basis that the deposit 
made in both names gave him an interest in the money. The court 
said, beginning on page 275 of 160 Ohio St., on page 487 of 116 N.E.2d: 


“The husband certainly cannot claim that anything was trans- 
ferred to him for a valuable consideration. Nothing in the record 
supports a conclusion that the husband incurred any detriment or 
that there was any bargain under which the wife was to receive 
any benefit from the husband which could represent such a con- 
sideration. Likewise there was no transfer in the requisite form 
to constitute a valid bequest. Furthermore, since the wife until 
her death retained a complete power to withdraw all or part of 
the money deposited in the account, there was apparently no 
relinquishment by the wife of dominion and control over the 
money deposited or over the obligation of the bank to pay back 
to her the whole amount of that money. It does not appear that 
the wife had relinquished such dominion and control over the 
deposits by delivery to the husband of any passbooks, the pres- 
entation of which would be necessary to effect withdraawls. Cf. 
Polley v. Hicks, 58 Ohio St. 218, 50 N.E. 809, 41 L.R.A. 858. 
Hence, an essential element of a gift or assignment without 
consideration was lacking. See Gano v. Fisk, 43 Ohio St. 462, 
3 N.E. 532, 54 Am.Rep. 819, and Flanders v. Blandy, 45 Ohio St. 
108, 12 N.E. $21. As hereinbefore observed, these deposits were 
not payable to the wife and the husband but were payable to the 
wife or the husband. In the former instance, it would be arguable 
that neither the husband nor the wife could withdraw funds with- 
out the concurrence of the other and that, therefore, the wife 
would have relinquished at least part of her dominion and 
control over the deposits. Cf. In re Estate of Hutchinson, 120 
Ohio St. 542, 166 N.E. 687.” 


In the case of Union Properties, Inc., v. Cleveland Trust Co., 152 
Ohio St. 430, 89 N.E.2d 638, 639, John and Needa Allen, husband and 
wife, were the contracting parties with the Cleveland Trust Company 
with respect to a savings account, payable to the order of either or the 
survivor of them. The Union Properties Company owned a judgment 
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against John Allen and attempted by an execution proceeding to subject 
the account to the payment of the judgment. Evidence was introduced 
that in spite of the form in which the deposit was made, the money, in 
fact, was the property of Needa Allen. The court held in paragraph two 
of the syllabus: 


“2. The money in such account is not subject to appropriation 
by the husband’s judgment creditor, where it is found upon evid- 
ence of sufficient probative force that notwithstanding the form 
of the deposit the money is in reality the sole property of the wife.” 


The rule to be gotten from the cases is that the names in which bank 
deposits are entered on the records of the bank or the names authorized 
by contract with the bank to withdraw funds from bank accounts of 
others are not conclusive as to the true ownership of such accounts or 
the interest therein. Under our law, the relationship between the bank 
and the depositor is that of debtor and creditor and the ownership of 
the credit due from the bank is subject to the same rule as is to be 
applied to any other personal property. Possession alone or the bare 
right to withdraw funds is not decisive of the question. 

Section 1105.09 of the Revised Code provides: 


“When a deposit is made, in any bank or trust company trans- 
acting business in this state, in the name of two or more persons, 
payable to either or the survivor, such deposit or any part thereof, 
or any interest or dividend thereon, may be paid to either of 
said persons, whether the other is living or not, and the receipt 
or acquittance of the person paid is a sufficient release and dis- 
charge of the bank for any payments so made.” 


The foregoing section is a part of the Banking Code of Ohio and 
was enacted for the protection of the bank in disbursing funds held in 
accounts deposited in the names of two or more persons and made pay- 
able to either or the survivor. Under such a contract, the bank is pro- 
tected by the section quoted in paying out to any of the persons named, 
however, the right to the property on the part of any of those named 
in the account, unless the contract and surrounding circumstances can 
be interpreted otherwise, must be established by evidence beyond or 
outside the terms of the contract with the bank. 

In the case of Cleveland Trust Co. v. Scobie, 114 Ohio St. 241, 151 
N.E. 373, 48 A.L.R. 182, the court held in the syllabus: 


“Where a person opens a savings account in a bank to the 
joint credit of himself and another, payable to either, and balance 
at death of either payable to survivor, the authority to remain in 
full force until receipt by the bank from the depositor of written 
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notice of its revocation, and the record shows that the depositor 
intended to transfer to the person to whom he made the account 
jointly payable, a present joint interest equal to his own in the 
account, and the passbook has been left in the possession of the 
bank for withdrawals by either party on the joint account, a joint 
interest is created in the right of the depositor in the deposit, and 
the person to whom the deposit is made payable jointly with the 
depositor, upon the death of the depositor, without his having 
revoked the authority to draw, is entitled to the balance of the 
account.” 


In the Scobie case, the intention of the owner of the account to pass 
a present joint interest in the account was supported by letters clearly 
setting out the grantor’s purposes. The question of the ownership of 
the monies in a bank account is always a question of fact. 

In the instant case, it is absolutely certain that when the account was 
opened, it was the property of Anna M. Neu. Her continued exclusive 
possession of the passbook during the thirty-five years the account re- 
mained active was, at least, some evidence of her ownership in the 
funds deposited in the account. The authority granted Lester O. Neu 
on August 3, 1945, was limited to the right to draw from the account. 
It did not create joint ownership or survivorship rights in the money. 
Standing alone, and without evidence to support a different intention, 
the authorization designated him an agent of the owner with power to 
draw on the account. One’s property in a bank account, as has been 
suggested, may be dealt with as the owner of such property desires. 
He may make a gift of it by complying with the essential requirements 
of a gift by expressing an intent to give, followed by complete surrender 
of all dominion over the property to the donee. He may, by contract, 
create a joint and survivorship right to the money in another or others, 
or he may sell a part or all of the account to another. We hold that the 
authority granted Lester O. Neu to draw from his mother’s account 
did not create in him a joint ownership of the account and he had no 
right to the money deposited based on his authority to draw. 

It is possible for one to deposit his funds in the bank account of 
another and by affirmative proof, thereafter establish his proportionate 
share or interest therein. When, under such circumstances, a provision 
granting such depositor the power to withdraw funds in another’s account 
in which he has deposited his own money is contracted for with the 
bank, he may withdraw his funds at will. Here Lester O. Neu makes 
the claim that the money deposited in the account of Anna M. Neu was 
his money. 

If it can be said that the court in its conclusions of fact and law 
determined that all of the money in the savings account of Anna M. Neu 
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was, in fact, the money of Lester O. Neu, having been deposited therein 
as his money, then such conclusions are clearly against the manifest 
weight of the evidence. Many circumstances need to be considered in 
determining this question. As has already been suggested, there is no 
basis in the record for the claim that the money in her account prior 
to August 8, 1945 belonged to or was the property of any other person 
than Anna M. Neu. The conclusion that the money then and thereafter 
deposited was his, if such fact was so determined by the court must 
be based on the testimony of Lester O. Neu which has been almost 
completely quoted above. Aside from his unsupported statements that 
the money was his and that his mother had no source of income except 
for the money he gave her, there are here many circumstances that 
could be found to have a direct bearing on the defendant's claim that 
the money in Anna M. Neu’s account was the defendant’s money. Such 
claims should have some support by showing his ability to accumulate 
above living costs some $19,000 during a fifteen year period (one-half 
of which was in his own bank account) without evidence of continuous 
employment and the amount realized from wages, the net amount of his 
rental income and other surrounding circumstances such as his own 
bank account in which deposits were made during this period. 


The finding of the trial court that all the money in the savings account 
of Anna M. Neu was, in fact, the money of Lester O. Neu, is reversed as 
against the manifest weight of the evidence. 


Some claim is made that evidence presented by the administrator 
was improperly received. The administrator, at the beginning of the 
case, called Lester O. Neu to give testimony relevant to the issues in 
the case. He did not declare when the witness was called that he was 
calling him for cross-examination. As a part of his testimony, he denied 
having told the undertaker employed by the family to attend to his 
mother’s funeral, that “when my mother became incompetent, I withdrew 
all her money from the bank.” The defendant denied making such state- 
ment. The undertaker was called and testified, over the objection of the 
defendant, based on the grounds that the administrator could not im- 
peach his own witness, that Lester O. Neu said to him “his mother had 
become incompetent and he had appropriated her finances.” The court 
ultimately permitted the administrator to recall Lester O. Neu for cross- 
examination on this subject and thereafter permitted the undertaker to 
testify as to what Lester O. Neu told him about his mother’s in- 
competence and his withdrawal of the money. While the ultimate 
admission of the evidence ended any claim of error, we desire only 
to comment that a proceeding under Revised Code 2109.50 is inquisi- 
torial in character and the witnesses called are, in effect, witnesses of 
the court. In In re Estate of Black, 145 Ohio St. 405, 62 N.E.2d 90, the 
court’s ruling that the administrator was not estopped from presenting 
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the undertaker’s testimony was not prejudicial to the rights of the 
defendant. 

This court, having concluded that the claim of a gift made to Lester 
O. Neu to the funds in the bank account of Anna M. Neu at the Society 
for Savings Bank on April 2, 1957, as asserted by Lester O. Neu, is not 
before us and having further concluded from the record that the contract 
of Anna M. Neu with the bank, entered into August 3, 1945, authorizing 
Lester O. Neu to withdraw funds from the account without other 
evidence to support such claim, did not transfer to him a joint interest 
therein and having further found that the court’s judgment that all the 
money in the account was, in fact, the money of Lester O. Neu is 
against the manifest weight of the evidence, the cause is remanded for 
a retrial of all issues of fact originally presented to the Probate Court 
for determination. 

HURD and KOVACHY, JJ., concur. 


Uniform Commercial Code Applicable in 
Promissory Note Case 


A Superior Court in Pennsylvania has recently handed down 
a decision in which the Uniform Commercial Code was applied 
in a situation concerning the opening of a confession of judg- 
ment on a note. In the lower court the makers of the note were 
denied the right to have the confession of judgment opened 
although they claimed that they were induced to sign the note 
by certain misrepresentations and also that the indorsee bank 
(plaintiff) had notice of the dishonor of the note prior to the 
date of its negotiation to the bank. 

The note involved was one which a contractor had received 
from the makers in payment for repairs and alterations to be 
made on the makers’ house. The makers claimed that they 
were induced to sign the note by misrepresentations that it was 
an agreement concerning the repairs. Further they claimed 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 936. 
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that when the work was started it was not satisfactory and they 
gave the indorsee bank notice of this fact, although the time 
such notice was given in relation to the assignment of the note 
was not clearly established. The bank took the position that 
since it was a holder in due course the judgment on the note 
could not be opened. 

The court ruled in favor of opening the judgment so that the 
jury could determine the facts regarding the alleged misrepre- 
sentations, the time of the indorsement of the note and the 
notice to the bank. It reasoned that under Section 3-307(3) 
of the Uniform Commercial Code after evidence of a defense 
has been introduced a person claiming the rights of a holder 
in due course had the burden of establishing that he or some 
person under whom he claims is in all respects a holder in due 
course. Since the bank introduced no testimony as to circum- 
stances under which the note was negotiated and since the 
indorsement was not dated, the bank did not meet the burden 
placed upon it by the Code. First Pennsylvania Banking and 
Trust Company v. De Lise, Superior Court of Pennsylvania, 
142 A.2d 401. The opinion of the court is as follows: 


GUNTHER, J.—This appeal is from an order of the court below dis- 
charging defendants’ rule to open judgment. 

The First Pennsylvania Banking and Trust Company confessed judg- 
ment against the defendants. The negotiable judgment note in question 
was made to Babco Aluminum Products Co., Inc., a home improvement 
contracting corporation, as payee and endorsed to the plaintiff bank. 

A petition to open the judgment was filed setting forth the following 
grounds: 

1. The Babco Aluminum Products Co., Inc., obtained defendants’ 
signature by fraud; 

2. The consideration for the note failed; 

8. The plaintiff bank had notice of dishonor before negotiation; 

4. The plaintiff bank had notice that a valid defense existed before 
endorsement. ; 

An answer was filed denying the above allegations and depositions 
were taken. The record discloses that on September 7, 1955, Babco 
Aluminum Products and defendants entered into an agreement for certain 
alterations to the house of the defendants, stipulating that defendants 
execute a promissory note to the order of Babco Aluminum Products in 
the amount of $2,320.66. The note was endorsed for value to the First 
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National Bank of Philadelphia, predecessor to plaintiff. 

Defendants, in their petition, claim that they were induced to sign 
the note by false representations as to the nature of the instrument by 
Babco Aluminum Products Co., Inc. It was also averred that plaintiff's 
predecessor in title had notice of dishonor prior to the date of the nego- 
tiation of the note. 

Plaintiff denied any misrepresentations; it also denied receipt of 
notice of dishonor. 

At the time of the taking of the depositions, it was stipulated that 
the plaintiff was a holder in due course except as to notice of dishonor 
and notice that a valid defense existed against the note. 

Defendants testified that it was their impression that the legal size 
paper which they signed concerned the repairs only. They did not, 
according to their version, suspect that they were signing a judgment 
note. It was not until after Babco Aluminum Products Co., Inc., began 
the work that the defendants were advised that the legal size paper was 
a judgment note. The note in question is dated October 10, 1955, for 
$2,320.25 payable in thirty-six monthly installments of $64.46 each, 
beginning November 15, 1955. Defendants contend that they notified 
the bank that they would not honor the note because the repairs were not 
being made in a workmanlike manner and assert that the notice to the 
bank took place during the first week of October, 1955. 

The bank, however, maintains that it first received notice from Mrs. 
DeLise, one of the defendants, on December 15, 1955, when she com- 
plained that the repairs were not satisfactory. Mr. Hanson, the bank 
supervisor, testified that the next time he heard from the defendants 
was on March 2, 1956, when Mr. DeLise complained that the work 
was unfinished. As to the instrument itself, the reverse side contains the 
following printed matter: “Pay to the Order of The First National Bank 
of Phila., Pa. Without Recourse except that the undersigned endorser 
warrants that the undersigned has furnished and installed all articles and 
materials and has fully completed all work which constitutes the consid- 
eration for which this note was executed and delivered by the maker. 
Babco Aluminum Products Co., Inc. Abe S. Mendelson.” 

The plaintiff bank introduced no testimony as to the date or circum- 
stances of purchase of the note. There is evidence, however, that about 
the 9th or 10th of September the note was signed and that a few days 
later, when some disagreement arose over the straightening of the floor, 
Mrs. DeLise was requested to call the bank and informed the bank:that 
she was not going to pay for the repairs unless the kitchen would be 
fixed the way it was promised. 

After depositions were taken, the matter was submitted to Judge 
Lewis who has since retired from the bench. On July 11, 1957, the rule 
to open judgment was discharged and on March 6, 1958 an opinion was 
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filed by Judge Carroll setting forth his reasons for refusing to open judg- 
ment. It is from this decree that the defendants filed the appeal. 

It is our opinion that the judgment should be opened and defendants 
be allowed to present their defense. A holder in due course is a holder 
who takes the instrument without notice that it is overdue or has been 
dishonored or of any defense against it. Uniform Commercial Code, 
Act of April 6, 1958, P.L. 8, section 3—302, 12A P.S. section 3—302. 
Defendants contend that they were induced to sign the note by fraud and 
misrepresentation and that they notified the bank that they would not 
pay the note which Babco either intended to or did assign. Section 
8—307(3) of the Uniform Commercial Code, supra, provides that after 
evidence of a defense has been introduced a person claiming the rights 
of a holder in due course has the burden of establishing that he or some 
person under whom he claims is in all respects a holder in due course. 
Since the plaintiff introduced no testimony as to the circumstances under 
which the note was negotiated and since the endorsement is not dated, 
plaintiff has not met the burden placed upon it. See Colonial Finance 
Co. v. Hoover, 112 Pa. Super. 60, 170 A. 338. Where the makers of a 
negotiable instrument testify that it was fraudulently executed and used 
for a purpose not intended, a breach of faith is sufficiently established 
to require the endorsee to assume the burden of proving that he is a 
holder in due course. Here, evidence of a defense has been shown and 
the holder has the burden placed upon him by the Code. 


Had plaintiff bank introduced evidence to the effect that it received 
the note for value before maturity and without notice of any claim or 
defense, a refusal to open judgment would have been warranted. How- 
ever, the telephone call from Mrs. DeLise to the bank, advising it of 
her refusal to pay unless certain things were done, was sufficient. Notice 
may be given in any reasonable manner. It may be oral or written and 
in any terms which identify the instrument and states that it has been 
dishonored. Uniform Commercial Code, supra, section 3—508(3). As to 
the date of the notice, a question of fact has been raised, and this 
question is solely for the determination of the jury. 


The other point in the appeal involves the question of fraud. The 
testimony of the defendants reveals that the Babco representatives gave 
them the impression that the instrument they were signing dealt with 
the matter of repairs only. Defendants aver that they never intended 
to sign a judgment note or any other negotiable instrument. On Septem- 
ber 7, 1955, they entered into an agreement for repairs to be made in a 
workmanlike manner and to execute a promissory note at the completion 
thereof. Two days later Babco representatives called upon them to 
complete the details of repairs but instead had them execute a judgment 
note. This, if true, was an illegal imposition of liability on defendants. 
This misrepresentation induced them to sign the instrument without 
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reasonable opportunity to obtain knowledge of its character. 

It is urged, however, that some five months after the notice given 
to the bank, defendants voluntarily began payments on the note and con- 
tinued to do so until October, 1956, operated as a waiver of rights accru- 
ing from the notice of dishonor. The testimony of defendants show that 
payments were made only after threats of foreclosure and sheriff's sale 
of their property were made. Such payments, under duress, cannot be 
considered as a waiver of anything nor a ratification of their acts. The 
relevant factors and circumstances surrounding execution of the judg- 
ment note lead us to conclude that justice will be served in opening 
the judgment and allowing the question to be determined by a jury. 


The order of the court below is reversed. 
ERVIN, J., absent. 


Depositor Must Give Notice of Forgery Even if 
Drawee Bank is Negligent or Has Notice 


An insurance company and later the liquidator of the in- 
surance company, brought suit against a drawee bank for 
negligently paying a check of the company’s to unauthorized 
persons. At the time the bank paid the check which was for 
$217,500, the two persons presenting the check were not au- 
thorized to draw company checks but later on the same day 
they were elected directors of the company and were instructed 
to execute appropriate resolutions. This occurred in May 
1949 and when the bank sent the vouchers representing the 
payment of the checks back to the company the two directors 
were in control of the company and abie to supress knowledge 
of the check transaction. 


When the company first brought suit against the bank it 
did so on the theory that the bank was liable for paying a forged 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 578. 
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check. Later it changed this theory and claimed that the bank 
had been negligent in making the payment and also that it had 
notice of the forgery. Because of these two factors, the plain- 
tiff maintained that it was not necessary for the company as 
depositor to have given the bank notice of the irregular check 
within the year prescribed by the statute for forged checks. 


The court ruled against the plaintiff and upheld the dis- 
missal of the suit against the bank. The parties to the suit 
were bound to the court’s earlier finding that the check was a 
forgery. Therefore, even if the bank had been negligent or had 
notice as claimed by the plaintiff, the latter would nevertheless 
have had to give the bank notice of the forgery within the year 
prescribed by statute. Gerber v. Continental Illinois National 
Bank & Trust Company of Chicago, Appellate Court of Illinois, 
148 N.E.2d 597. The opinion of the court is as follows: 


KILEY, P. J.—This is the second appeal in this action, which began 
as an accounting suit by United States Mutual Insurance Company, 
called Company herein, against former directors and officers. The Direc- 
tor of Insurance of the State of Illinois was appointed liquidator of the 
Company after suit was filed and was substituted as plaintiff. He filed an 
amended complaint against defendant Continental Bank to recover 
$217,500, the amount of the check drawn against the Company account, 
which he alleges Continental negligently paid unauthorized persons. The 
trial court entered “judgment on the pleadings,” and plaintiff appealed. 
We reversed the judgment and remanded the cause for further proceed- 
ings (Barrett v. Continental Illinois National Bank & Trust Co. of 
Chicago, 2 IllLApp.2d 70, 118 N.E.2d 631). After remandment and 
hearing, the trial court dismissed plaintiff's suit and again rendered 
judgment for Continental, and plaintiff has again appealed. 

We reversed the original judgment in order to enable plaintiff to 
file a reply to Continental’s answer and special defenses. The reply was 
filed but was stricken on Continental's motion, and the cause dismissed. 
The well pleaded allegations of the amended complaint and reply are 
therefore admitted. 

May 4, 1949, the Company had an active account at the Northern 
Trust Company, and on that day and on May 9, 1949, $225,000 was 
transferred from that account to the Company’s then inactive account 
with Continental. The day of the transfer of this sum, McFarling and 
Doolin presented a check for $217,500, drawn against the Company 
account in Continental and payable to Insurance Investment Corporation. 
That sum was credited to the account of the payee corporation, which 
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had that day (May 9) been opened in Continental. The Company 
account was debited in a like amount. Thereafter two cashier’s checks, 
totalling $200,000, were issued by Continental, one payable to Carl 
Barrett and the other to Evelyn Marks, at one time officers and directors 
of the Company, and charged to the account of Insurance Investment 
Corporation. 

When Continental paid the check presented by McFarling and Doolin, 
Company resolutions and a signature card, giving authority for drawing 
Company checks, were on file with Continental. McFarling and Doolin 
were not included in the authorization. They were, however, as shown 
in our prior opinion (2 Ill.App.2d 70, 77, 118 N.E.2d 681), later on the 
same day elected officers and directors to succeed Barrett and Marks, 
and were instructed to “execute appropriate resolutions” for Continental. 

The reply admits that about May 31, 1949, Continental sent to the 
Company “the vouchers representing the payment of the checks,” and 
that neither plaintiff nor the Company gave Continental notice of any 
claimed forgery until] suit was filed September 17, 1951. When the 
bank statement was sent to the Company McFarling and Doolin were in 
control of the Company, and able to suppress knowledge of the check 
transaction from the shareholders, who learned nothing of the trans- 
action until the plaintiff was appointed in December 1950. 

Plaintiff contends the check paid by Continental was not a forgery, 
but that if it were, Continental itself had notice of the forgery, and 
that the Company also gave timely notice under the circumstances. 

We think that our prior decision that the check was a forgery an- 
nounced a conclusion of law and settled the question. Knowles Foundry 
& Machine Co. v. National Plate Glass Co., 301 IllApp. 128, 152, 21 
N.E.2d 918. Plaintiff asks us to reconsider that conclusion, but no 
reason has been shown, in the reply filed after remandment or otherwise, 
why we should do so. We are bound by the prior decision that the 
transaction was a forgery. 

The Liability for Forged or Raised Checks Act (Ill.Rev.Stat., 1949, 
chap. 16%, par. 24), provided, so far as pertinent here: “No bank... 
which has paid and charged to the account of a depositor . . . a forged 

. . check issued in the name of said depositor shall be liable to said 
depositor . . . unless .. . (2) . . . within one year after the return to 
said depositor of the voucher representing such payment, said depositor 
shall notify the bank that the check so paid is forged . . .”. 

The theory of the amended complaint is that the bank negligently 
paid the check. The argument made here is that Continental had notice 
of the forgery. Plaintiff argues that by reason of its notice through the 
resolutions and signature card on file, his action is not barred for failure 
of notice under the Act. 

The Supreme Court of Illinois has not construed the Act with 
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respect to this precise point. The Supreme Court of Kansas in Herbel 
v. Peoples State Bank of Ellinwood, 170 Kan. 620, 228 P.2d 929, 934, 
construed a similar Act on this point, and the Supreme Court of South 
Dakota in Flaherty v. Bank of Kimball, 75 S.D. 468, 68 N.W.2d 105, 
109, also construed a similar Act with respect to the question whether 
“negligence” or “knowledge of the facts” affected the bar of a depositor’s 
cause of action. Both courts decided that neither of those factors affected 
“the legislative mandate.” 

There is nothing in the Illinois Act which indicates that an exception 
is to be made if the “bank” had notice or was negligent in paying the 
forged check. It is interesting to note that the Georgia Act, Code, 
§ 18—2044, absolves the bank from liability only when the payment is 
made in “good faith.” Cesaroni v. Savannah Bank & Trust Co., 90 
Ga.App. 107, 82 S.E.2d 172, 174. That qualification is absent in the 
Acts of Illinois, Kansas and South Dakota. 


In Manufacturers’ National Bank v. Barnes, 65 Ill. 69, relied on by 
plaintiff, the Court held that the bank had knowledge that the checks 
it paid were improperly drawn, and that its defense of lack of notice 
by the depositor was not effective. That case was decided before the 
Act was adopted and did not construe the Act. The Court in Illinois 
Tuberculosis Ass’n v. Springfield Marine Bank, 282 Ill.App. 14, 27, did 
not construe the Act either and, though, decided when the Act was in 
effect, states the duty of depositor to “. . . report to the bank within a 
reasonable time .. .”. It is our view that the legislature intended to 
impose on depositors the burden of examining their bank statements and 
the duty of notifying the bank of any forgery, so that the bank could 
proceed to enforce restitution from the forger; and that the legislature 
intended this duty to be absolute, and purposely omitted any qualification 
contained in the cases, of whose existence we must presume they knew. 
We conclude that the plaintiff's action is barred if Continental had itself 
complied with the Act even though, assuming but not deciding, Con- 
tinental had notice or was negligent. 


We see no merit in plaintiff's contention that its reply should not have 
been stricken because it alleged that McFarling and Doolin were in 
control of the Company when the Bank statement was received. In 
Shattuck v. Guardian Trust Co., 204 N.Y. 200, 97 N.E. 517, 518, 519, 
receipt of the statement by a company officer, who knew of the forgery, 
was held sufficient. The same is true in Cesaroni v. Savannah Bank & 
Trust Co., 90 Ga. App. 107, 82 S.E.2d 172, 175. Plaintiff relies on 
Merchants’ National Bank of Peoria v. Nichols & Shepard Co., 223 III. 41, 
79 N.E. 38, 7 L.R.A.,N.S., 752, which was decided on an agency principle. 
There, however, the court thought that there was no reason to expect 
that a guilty agent would send the bank passbook on to the depositor’s 
officers. In the instant case the vouchers were received by the Company 
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through its officers. Plaintiff argues that because these officers were 
guilty parties, they concealed the facts from the policy holders. He does 
not suggest what Continental should have done with the vouchers so 
as to get the “facts” to the policy holders. Furthermore, when McFarling 
and Doolin received the vouchers for the Company, they had themselves 
already been regularly elected officers and directors with authority to 
draw checks. 

We have considered all the points raised, and we affirm the judgment. 


Affirmed. 
LEWE and MURPHY, JJ., concur. 


ILLINOIS HOLDING COMPANY ACT UPHELD BY 
STATE COURT 


It has been reported that the Supreme Court of Illinois 
has recently upheld the 1957 statute in that state which prohibits 
the acquisition of banks by holding companies. The court 
pointed out that the statute “clearly manifests a legislative deter- 
mination that future ownership and control of banks in Illinois 
by bank holding companies should be stopped, and that bank 
holding companies existing as of the date of the enactment 
should not extend ownership and control beyond the then exist- 
ing holdings.” The complete opinion of the court will be re- 
printed in the Banxinc Law Journat at a later date. 
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FEDERAL BANKING LAWS 


By F. GLOYD AWALT of the Washington, D. C. Bar 


Notes from Washington pertaining to federal banking legislation 
and the regulation of banks by supervisory agencies. 





Board of Governors of the Federal Reserve System 

In an earlier interpretation the Board expressed the view 
that certain participations between co-subsidiary banks of a 
bank holding company are permissible under section 6(a) of 
the Bank Holding Company Act of 1956 (see THE BANKING 
Law Journat for September). In connection with a participa- 
tion which is otherwise permissible under that interpretation, 
the Board has been asked the further question whether the 
participation would cease to be permissible by reason of the 
fact that the notes representing the original loan were made 
payable to the originating bank and then endorsed to the 
participating bank. In response the Board expressed the 
opinion that such a participation would continue to be permis- 
sible with such a procedure, provided the participation was 
otherwise permissible under the earlier interpretation and the 
procedure was provided for in advance by the participation 
agreement between the banks. 

The Board has announced that pursuant to section 14(d) 
of the Federal Reserve Act, and for the purpose of adjusting 
discount rates with a view to accommodating commerce and 
business in accordance with other related rates and the general 
credit situation of the county, Section 224.2, Advances and dis- 
counts for member banks under sections 13 and 13a, has been 
to increase the rate from 2% to 2 1/2% in all districts. The effect- 
ive dates were as follows: October 23, Philadelphia, Richmond, 
St. Louis, Minneapolis and Dallas; October 27, Atlanta; October 
30, Chicago and Cleveland; November 4, Boston and Kansas 
City; and November 6, San Francisco and New York. 

The rates for advances to member banks under section 10(b) 
of the Federal Reserve Act were increased to 2 1/2% for all 
districts, and the effective dates were the same as those given 
above. 
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Sec. 224.4, Advances to persons other than member banks, 
was also amended. The rates and effective dates are as follows: 
Boston, 3 1/4%, March 11, 1958; New York, 3 1/2%, September 
12, 1958; Philadelphia, 4%, September 19, 1958; Cleveland, 
3 3/4%, September 12, 1958; Richmond, 3 3/4%, September 
12, 1958; Atlanta, 3 1/4%, August 26, 1958; Chicago, 4%, 
January 24, 1958; St. Louis, 3%, September 12, 1958; Minnea- 
polis, 3 3/4%, September 5, 1958; Kansas City, 3 3/4%, August 
29, 1958; Dallas, 4%, March 14, 1958; and San Francisco, 3 3/4%, 
August 15, 1958. 

The rates to industrial or commercial businesses (including 
loans made in participation with financial institutions) under 
section 13b of the Act, are: 











Federal Reserve Bank of On loans Effective etttbiaiite Effective 
Boston 8%-6 1/28/58 %-14% 8/13/48 
New York 4-6 9/12/58 1-1% 9/12/58 
Philadelphia 4-6 9/19/58 %-1% 5/27/57 
Cleveland 3%-6 1/24/58 %-114 6/17/57 
Richmond 4-6 8/19/57 %-1% 8/19/57 
Atlanta 2%-5% 8/26/58 1-15/16 8/26/58 
Chicago 344-6 8/9/57 ¥-11%4 8/9/57 
St. Louis 2%-5% 3/14/58 %-15/16 3/14/58 
Minneapolis 4-6 8/9/57 ¥o-1¥% 8/9/57 
Kansas City 4-6 6/17/57 %-14% #8 6/17/57 
Dallas 4-6 8/18/57 Ye-1% 8/18/57 
San Francisco 4-6 8/15/57 Ye-1% 8/15/57 


First America Corporation, San Francisco, California, has 
made application to the Board, pursuant to section 3(a) of 
the Bank Holding Company Act of 1946, for the prior approval 
by the Board of the acquisition by that corporation of direct 
ownership of 80 percent or more of the voting shares of Cali- 
fornia Bank, Los Angeles, California. Hearings on this appli- 
cation were scheduled to be held commencing October 27, 
1958. 

On October 7 the Board announced its tentative approval 
of an application of The Marine Corporation, Milwaukee, Wis- 
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consin, to become a bank holding company under the Bank 
Holding Company Act of 1956, the first such company to be 
established since the passage of the act. The applicant would 
become a bank holding company through the acquisition of at 
least 80 percent of the outstanding voting shares of Marine 
National Exchange Bank of Milwaukee; Holton State Bank, 
Milwaukee; Cudahy State Bank, Cudahy; and South Milwaukee 
Bank, South Milwaukee, all in Wisconsin. The Board allowed 
fifteen days from the date of publication in the FEDERAL 
REGISTER (October 7, 1958) within which comments or ob- 
jections might be filed. On October 24 the Board issued its 
order making final its tentative approval. 


The Board has also announced that it has given its tenta- 
tive approval, under Section 3(a) of the Bank Holding Com- 
pany Act of 1956, for the Union Bond & Mortgage Co. of Port 
Angeles, Washington, to acquire voting shares in the Forks State 
Bank, Forks, Washington, and to acquire voting shares in the 
Bank of Sequim, Sequim, Washington. It has likewise given 
its tentative approval, under the same section, for the BancOhio 
Corp., of Columbus, Ohio, to acquire 100 percent of the 3,000 
outstanding voting shares of capital stock of The Kenton Sav- 
ings Bank, Kenton, Ohio. Any interested person has fifteen 
days from the date of publication of these notices in the FED- 
ERAL REGISTER (October 30, 1958) within which to file 
any comments or objections to the Board’s proposed action. 
Following expiration of the said fifteen day period, the Board’s 
tentative decisions will be made final by order to that effect, 
unless for good cause shown other action is deemed appropriate 


by the Board. 


A registered bank holding company requested an opinion 
by the Board with respect to whether that company and its 
banking subsidiaries may acquire stock in a small-business in- 
vestment company organized pursuant to the Small Business 
Investment Act of 1958. The bank holding company and its 
subsidiary banks proposed to organize and subscribe for stock 
in a small-business investment company which would be 
chartered pursuant to the Small Business Investment Act of 
1958, which provides for long-term credit and equity financing 











994 THE BANKING LAW JOURNAL 


for small-business concerns. 

The Board held that since the shares of a small-business 
investment company are of a kind and amount expressly made 
eligible for investment by a national bank under the Small 
Business Investment Act of 1958, the ownership or control of 
such shares by a bank holding company would be exempt from 
the prohibitions of section 4 of the Bank Holding Company 
Act by virtue of the provisions of section 4(c)(4) of that act. 
Accordingly, the ownership or control of such shares by the 
bank holding company would be exempt from the prohibitions 
of section 4 of the Bank Holding Company Act. 

The additional question was presented as to whether section 
6 of the Bank Holding Company Act prohibits banking sub- 
sidiaries of the bank holding company from purchasing stock in 
a small-business investment company where the latter is a 
“subsidiary” under that act. 

The Board expressed the view that section 6 of the Bank 
Holding Company Act prohibits banking subsidiaries of the 
bank holding company from purchasing stock in a small-busi- 
ness investment company organized pursuant to the Small 
Business Investment Act of 1958, where that company is or will 
be a subsidiary of the bank holding company. However, this 
prohibition would not apply to investment by the holding com- 
pany alone in voting shares of such a small-business investment 
company, even though the latter would constitute a subsidiary 
under the Bank Holding Company Act; nor would it apply if 
the holding company and its banking subsidiaries should not 
together acquire as much as 25 per centum of the voting shares 
of such a small-business investment company and that company 
was also not otherwise a subsidiary of the banking holding 
company. 

Effective October 16 the Board amended Regulations T and 
U, fixing the maximum loan value of registered securities in a 
general account at 10% of their current market value, and fixed 
the margin for short sales in general accounts at 90% of the 
current market value. 


Federal Deposit Insurance Corporation 
The FDIC has announced that the last sentence of sub- 
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section (a) of section 2 of the Description of Organization has 
been amended to read as follows: “The location of the District 
offices and the area in each District are as follows: 


District No., Address, Area in District 

1. Room 1365, No. 10 Post Office Square, Boston 9, Mass., 
Connecticut, Maine, Massachusetts, New Hampshire, Rhode 
Island, Vermont. 

2. 74 Trinity Place, New York 6, N. Y., Delaware, New 
Jersey, New York, Puerto Rico, Virgin Islands. 

3. Suite 500, 50 West Gay Street, Columbus 15, Ohio, 
Ohio, Pennsylvania. 

4. 200 The Bank of Virginia Building, Fourth and Grace 
Streets, Richmond 19, Va., District of Columbia, Maryland, 
North Carolina, South Carolina, Virginia, West Virginia. 

5. Fifth Floor, 114 Marietta Street, N. W., Atlanta 3, Ga., 
Alabama, Florida, Georgia, Mississippi. 

6. 1059 Arcade Building, St. Louis 1, Mo., Arkansas, Ken- 
tucky, Missouri, Tennessee. 

7. 715 Tenney Building, Madison 3, Wis., Indiana, Michi- 
gan, Wisconsin. 

8. 164 West Jackson Boulevard, Chicago 4, IIl., Illinois, 
Iowa. 

9. 950 Federal Reserve Bank Building, Minneapolis 2, 
Minn., Minnesotx, Montana, North Dakota, South Dakota. 

10. 1201 Federal Reserve Bank Building, Kansas City 6, 
Mo., Colorado, Kansas, Nebraska, Oklahoma, Wyoming. 

11. Station K, Dallas 13, Tex., Arizona, Louisiana, New 
Mexico, Texas. 

12. 315 Montgomery Street, Suite 1120, San Francisco 4, 
Calif., Alaska, California, Guam, Hawaii, Idaho, Nevada, Ore- 
gon, Utah, Washington. 











BANKING BRIEFS 


Digest of current decisions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions 


Holder of Trust Receipt Entitled to Return of Property 
Universal C.1.T. Credit Corporation v. Swets, United States District Court, N. D. Illinois, 
April 18, 1958 

In a trust receipt transaction where the trustee refused to return 
motor vehicles covered by the trust receipt and also refused to account 
for the proceeds of sale of the vehicles, the trustee was in default and the 
entruster was entitled to repossess not only all of the vehicles covered 
by the trust receipt but also all vehicles received as trade-ins for the 
covered vehicles and the vehicles purchased by the trustee with the 
proceeds of sale of the covered vehicles. For similar decisions see B.L.J. 
Digest (Fifth Edition), § 1562. 


Time Price Differential Does Not Make Contract Usurious in 
Mississippi 

Bryant v. Securities Investment Company, Mississippi Supreme Court, May 19, 1958 
In Mississippi, where the parties to a time price contract act in good 
faith, the fact that the difference between the cash price and the time 
price exceeds the legal rate of interest does not make the contract void 
on the grounds of usury since this differential is not considered to be 
interest. For similar decisions see B.L.J. Digest (Fifth Edition), § 1565. 


Entering Home to Repossess Chattel Permitted Under Contract 
Williams v. General Electric Credit Corporation, California District Court of Appeals, 
April 18, 1958 

Where an agent of the holder of a conditional sale contract entered 
the home of the conditional buyer for the purpose of repossessing the 
conditionally sold chattel after default under the contract and after the 
act of repossession walked further into the house of the buyer who was 
asleep, the buyer was not entitled to damages for an alleged trespass by 
the agent since the conditional sale contract provided for the peaceful 
entry of the buyer’s premises for the purpose of repossession upon 
default. For similar decisions see B.L.J. Digest (Fifth Edition), § 1357.5. 
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Default Charge Does Not Make Contract Usurious 
Opinion of Attorney General of Pennsylvania, No. 85, March 19, 1958 


An opinion by the Attorney General of Pennsylvania indicates that a 
default charge written into a contract for the sale of goods on credit 
which equals more than the legal rate of interest in the state does not 
violate the state’s usury law. For similar decisions see B.L.J. Digest 
(Fifth Edition), § 1565. 


Conditional Sale Contract Executed on Sunday is Invalid 
Tinder v. Clarke Auto Company, Inc., Indiana Supreme Court, April 30, 1958 


In upholding the constitutionality of a special Sunday closing law 
in Indiana, the Supreme Court of that state has ruled that a conditional 
sale contract executed in the state on Sunday is not valid. The ex- 
change of property as evidenced by instalment contracts is not com- 
patible with the spirit of the Sunday laws which are intended to induce 
rest, worship and relaxation on one day each week. For similar decisions 
see B.L.J. Digest (Fifth Edition) § 1478. 











BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


MASSACHUSETTS: A bill to regulate interest charges in connection 
with installment sales of automobiles was advanced in the Massachusetts 
Senate after Senator John E. Powers, Boston Democrat, failed in his 
efforts to amend the measure to prohibit placing insurance with a firm 
directly or indirectly controlled by the seller of the car. 

Power asserted his amendment would have separated the “giant 
finance companies” from entering the insurance field. 


MONTANA: A new development in Commercial Credit Corpora- 
tion’s attack on the validity of Cascade County’s taxation of evidence of 
debt secured by chattel mortgage was marked with the filing of a new 
suit to recover protested tax in District Court in Great Falls. 

The company seeks in its new suit to recover $9,752.28 in taxes paid 
under protest. This brought to a total of $38,793.53 the amount of 
protested tax secured by suits filed by the firm. It protested payment 
of $11,335.30 in 1955, $8,052.11 in 1956 and $9,653.84 in 1957. 

The suit involves a contest over the taxation of contracts for retail 
sale of automobiles. The credit firm contends that the contracts are 
mortgages, which are exempt from taxation under the Montana state 
constitution. The county, on the other hand, contends that they are 
really conditional sales contracts subject to taxation. 

Commercial Credit’s complaint charged that the county assessor 
“arbitrarily and capriciously assessed all evidence of debt whether evi- 
denced or secured by chattel mortgage, conditional sales contracts or 
trust receipts at more than their full cash value.” 

The corporation further alleged that the county assessor discrimi- 
nated against the plaintiff in neglecting to assess moneys and credits 
belonging to other individuals, firms or corporations and assessed only 
moneys and credits belonging to finance companies. 

The complaint said the plaintiffs moneys and credits were assessed 
in excess of 100 per cent of full cash value, while at the same time 
property other than moneys and credits in the county was assessed at 
about 40 per cent of the full and true value, except in the case of motor 
vehicles, assessed at about 66 2/8 per cent. 
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The corporation alleged that the county official assessed its moneys 
and credits, exempt and non-exempt, at an aggregate of $1,384,558. The 
firm contended that the full cash value of exempt receivables on the 
first Monday in March, when a tax becomes a lien on personal property, 
was $936,659.28. 

The complaint said the corporation, in a report to the county assessor, 
had listed the value of its tax-exempt receivables at $1,123,537.60, in- 
cluding the $936,659 accredited to retail motor notes and $186,878 in 
direct loan notes. 

The corporation said it declared its taxable property as; totaling 
$448,349.08, including $98,307.80 in retail industrial receivables, $339,- 
471.21 in wholesale receivables, $10,120.07 in cash and $450 in furniture 
and fixtures. 

The complaint asked that the court order refund of the protested tax 
and that the defendants be restrained from subjecting to taxation such 
evidences of debt held by the plaintiff secured by mortgages of record, 
including motor vehicles. 


NEW MEXICO: A ruling by the New Mexico's attorney general’s 
office held that time-payment plans offered by automobile dealers and 
department stores are not subject to the state’s 1957 usury law. 

The New Mexico law established a 12 per cent interest rate as the 
maximum on unpaid loans where security was offered, and 10 per cent 
where it was not. 

An opinion written by Assistant State Attorney General Alfred P. 
Whitaker said even though time-payment plan charges may sometimes be 
“excessive,” courts around the country have drawn a legal distinction 
between outright cash loans and time-payment plans. 

“We have to assume,” he said, “the legislature had this background 
in mind when it amended the law in 1957.” 

The opinion, requested by State Bank Examiner F. F. Weddington, 
further stated: “If this office were to deal with your inquiry as a matter 
of first impression, untrammeled by the weight of legal history, we would 
readily conclude that affirmative answers are required (that usury laws 
do apply). In practical consequences, these transactions clearly involve 
loans.” 

Whitaker noted the difference between the “cash price” and the 
“time-price” represented the price of the money which the vendor (or 
his financing company) advanced to the purchaser. Although saying 
this was to all practical purposes a loan, he pointed out court decisions 
have held to the contrary. 

“The rationale of these cases, almost without exception,” Whitaker 
said, “is that the owner of property may sell it at whatever price and on 
whatever terms he may determine.” 

Expressing the opinion any limit to the interest rates of such credit 
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plans would have to come through legislation, Whitaker concluded: 

“If the regulation of time-sale transactions with respect of financing 
charges should be deemed advisable to the protection of the public 
interest, we respectfully suggest that this can be done effectively by 
legislation which fully recognizes the actual cost of the vendors con- 
ducting such business, and the actual cost of those who finance such 
loans.” 


NORTH DAKOTA: A bill to regulate and legalize operations of 
small loan companies was approved by the State Legislative Research 
Committee for submission to the 1959 North Dakota legislature. 

The measure calls for licensing and investigation of small loan firms, 
sets maximum interest rates which may be charged, and sets out penalties 
for violation of the proposed law. 

Theoretically, small loan companies can’t operate in North Dakota 
at present unless they observe the state’s usury laws, which limit maxi- 
mum interest rates on loans to 7 per cent per year. 

The proposed new legislation would limit small loan interest rates to 
2% per cent per month for the first $250; 2 per cent per month for balances 
between $250 and $500; 1% per cent for balances between $500 and $750, 
and 1 per cent on balances between $750 and $1,000. 

Firms licensed under the proposed act would be limited to loans 
up to the $1,000 figure. Such firms could make larger loans, but then 
the entire loan would have to come under the 7 per cent per year interest 
law and the small loan rates wouldn’t apply. 

The bill calls for a $100 annual license and a fee of $300 for investiga- 
tion of firms applying for licenses. Besides being required to obtain 
licenses the firms also would have to file annual reports with the state 
examiner. 

Such firms also would have to post surety bonds. Licensed small 
loan companies, under the bill, couldn’t deal in tangible merchandise, 
although the sale of insurance or similar businesses could be conducted 
in conjunction with a small loan operation. 

The Legislative Research Committee approved the bill after making 
several amendments in the form in which it was first proposed by a sub- 
committee on credit practices. 

Headed by Rep. R. Fay Brown of Bismarck, the subcommittee said 
there appears to be a need for a regulated, legalized small loan business 
in North Dakota. Without a legitimate form of this business, the sub- 
committee report declared, loan shark activities tend to flourish. 

The North Dakota legislative interim study group also approved bills 
to amend the state’s 1957 installment sales act and to regulate revolving 
charge accounts. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Payment for Legal Services Benefiting Both General Estate and 
Individual Client 


Estate of Perkins, New York County Surrogate's Court, 139 New York Law Journal 7, 
May 8, 1958 


In the above case, dealing with the question of allowances for attor- 
neys’ fees, the court said: “. . . the court has endeavored to measure the 
reasonable value of the services to the estate generally ... . It is true 
that the value of legal services rendered to a client depends to some 
extent upon the success of the efforts and the results obtained . . . and, 
therefore, an attorney who has obtained a large recovery . . . may 
properly expect that his compensation in some way reflect that success. 
Here, however, the allowances made to counsel for their services in 
construction of the will are not payable by the clients personally but 
are charged against the general estate . . . Such allowances are in the 
discretion of the court and are not dependent upon the success or 
failure of the litigation from the client’s point of view... In order to 
charge the general estate with payment of the fees, it is, of course, neces- 
sary that the legal services be of benefit to the estate... The clarifica- 
tion of the will and the execution of the testator’s purpose are beneficial 
to the estate as a whole. It is patent that the services of some counsel 
may have a substantially greater value to their respective clients than 
to the estate generally ... The fixation of the allowance to be paid by 
the estate does not, of course, preclude any counsel from seeking from 
his client such additional compensation as may be reasonable.” 


Executor May Also Collect Fees as Attorney 
Estate of Thompson, California Supreme Court, July 15, 1958 


Decedent’s will named her attorney as executor and provided that 
if he acted as executor “and also acts as his own attorney . . . he shall 
be allowed his fees as Executor, together with the fees which may be 
allowable to the attorney for the Executor.” In an action to determine 
whether the executor was entitled to attorneys’ fees; HELD: The 
general rule, based on public policy, is that a fiduciary should not profit 
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by employing himself, because he cannot then properly discharge both 
obligations. However, when the will clearly intends that the fiduciary 
shall act in a dual capacity, public policy also requires that maximum 
effect be given to such express intention. When decedent specifically 
put trust and confidence in her executor, and provided for his compensa- 
tion, the public policy against double fees is not controlling. 


Power to Use Entire Principal Does Not Create an Absolute Interest 
Furry v. Furry, Delaware Court of Chancery, New Castle County, May 22, 1958 


Decedent left her sister her residuary estate, “the principal and 
income therefrom to be used by her for her sole benefit during her lifetime, 
at her discretion, and the balance thereof, if any, unto my nieces and 
nephews.” The sister contended that such language gave her an 
absolute interest in the residuary personal property and outright title 
to the residuary real estate. HELD: The sister does not take an 
absolute interest in the residuary esate, because there are gifts over 
to decedent’s nieces and nephews. But she does have a power of sale 
of the property, because she was given the power to use principal, 
“which necessarily implies the power to sell.” However, generally 
speaking the sister may not waste principal or give or will it away. 
“After all, the broad grant of power was for her benefit and any sub- 
stantial donation or any disposition would not be in furtherance of the 
testatrix’s objective, particularly since she named remaindermen. How- 
ever, [the sister’s] right to use all income is not challenged. Also, I 
believe the stated limitation on the use of principal must be viewed 
realistically.” 


Items Included in Bequest of ‘Private Possessions” 
Estate of Leaver, Pennsylvania Supreme Court, March 24, 1958 


A father bequeathed his daughter all “articles for domestic purposes 
or utility, household furniture, and furnishings, books and all articles 
of private possession (excluding only stocks, bonds, and/or documentary 
evidence of investments) as contained in my home, in my safety deposit 
box, or elsewhere.” Real estate, stocks and bonds were bequeathed to 
the daughter and a son in equal shares. Question arose as to what items 
of personal property went entirely to the daughter. HELD: The 
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daughter takes all the father’s personal property, wherever located, 
except only stocks, bonds and documentary evidence of investment. 
The bequest to her includes the father’s postage stamps, coins, jewelry, 
a watch and cash. 


Intestate Distribution Among Brother’s Estate and Nieces and 
Nephews 
Opinion of North Carolina Attorney General, July 28, 1958 

When decedent died intestate, without a wife or children surviving 
him, two of his brothers had predeceased him, each leaving children. A 
third brother survived decedent but died subsequently. The North 
Carolina statute of descent and distribution provided that if neither 
widow nor children nor any legal representative of the children survived 
a decedent, the personal estate should be distributed equally to the 
next of kin of decedent who are in equal degree and to those who 
legally represent them. The above opinion states that decedent'’s estate, 
consisting entirely of personal property, should be divided into three 
equal parts. The administrator of the surviving brother's estate takes 
one such equal part; a second equal part goes collectively to the children 
of the first predeceased brother, and the third equal part goes collectively 
to the children of the second predeceased brother. Had all three 
brothers predeceased decedent, the estate would have to be distributed 
in equal shares per capita among decedent's surviving nieces and 
nephews. 


Father Who Abandoned His Child May Not Share in Child’s Estate 
Estate of Leslie, New York Surrogate's Court, Westchester County, 139 New York Law 
Journal 10, June 26, 1958 

An infant died intestate, leaving his mother and father as his sole 
surviving heirs. The mother was appointed administratrix and brought an 
action to exclude the father from sharing in the child’s estate. The evid- 
ence showed that the mother divorced the father in 1937, that since that 
time the father never contributed to the child’s support and that the father 
never visited the child or assumed parental responsibilities in any way. 
A separation agreement between the parents provided that the father 
had no obligation to support either the mother or the child. The child’s 
estate was made up entirely of gifts made to him by his mother’s parents. 
HELD: The father abandoned his child and, therefore, he may not 
share in the child’s estate. 
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Bequest to Executor With “Wish” That it Include Executor’s Fees 


Estate of Klarsfeld, New York County Surrogate's Court, 139 New York Law Journal 6, 
June 16, 1958 


Testator appointed his brother his executor and bequeathed him 
$10,000, providing that “it is my wish that the same shall include any 
fees which may be due him for acting as Executor hereunder.” Question 
arose whether the brother was entitled to executor’s fees in addition to 
the bequest. HELD: An executor is entitled to commissions, subject 
only to restrictions imposed by the will. Unless the will explicitly forbids 
executor’s commissions, the right to commissions persists. In this case 
the will did not specifically take away the brother's right to commissions. 
The words “my wish” are expressive of wish rather than command. The 
will gives no indication that the testator intended to deny commissions 
to his brother; at most he hoped that in view of the outright bequest 
his brother would not also take executor’s fees. 


BANK RECOVERS FROM WAXING COMPANY WHERE 
CUSTOMER IS INJURED ON SLIPPERY FLOOR 


Sieden v. Savings and Loan Association of Sunnyside City, 
City Court of New York, 172 N.Y.S.2d 403 


Where a savings and loan association was sued by a customer 
who sustained injuries by slipping on the association’s floor 
which had been highly waxed and polished by a waxing com- 
pany and a jury awarded damages to the customer, the associa- 
tion could recover over against the floor waxing company which 
had caused the accident. For similar decisions see B.L.J. 
Digest (Fifth Edition) § 930. 








TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Income Earned During Alternate Valuation Period Distinguished 
From Appreciation in Value of Property 


Revenue Ruling 58-436, 1.R.B. 1958—35, p. 8 


Cattle owned by decedent appreciated in value after his death, and 
question arose whether the executor by reason of choosing the alternate 
valuation date had to include the appreciated value of the cattle in 
decedent’s taxable estate for estate tax purposes. The above Ruling 
states that there can be excluded from decedent’s alternate valuation 
date taxable estate “only property earned or accrued during the alternate 
valuation period. The ‘excluded property’ is measured by the amount of 
income which is earned or accrued after the decedent’s death and prior 
to the alternate valuation date. While income earned or accrued (such 
as rents, interest, and dividends) subsequent to the date of the decedent's 
death and during the alternate valuation period is to be excluded from 
the gross estate. . . . it is clear that the value of property under the 
alternate valuation provision includes any increase in value resulting 
from gain or appreciation in value of such property during the one-year 
period following the decedent’s death. . . . the cattle sold by the 
executor in the instant case are includible in the decedent’s gross estate 
at the sale price and no part of the sale price is regarded as ‘excluded 


property.’ ” 


Bonds Payable to Son After Death Held a Taxable Transfer to Take 
Effect at Death 


Opinion of Missouri Attorney General, July 28, 1958 


More than two years before her death a mother bought Series E 
U.S. Savings Bonds, registered in her name and payable to her son at 
her death. During her life the mother exercised control over the 
bonds and could have cashed them at any time she wished. Missouri 
imposes an inheritance tax on the transfer of property when the transfer 
is made by gift “intending to take effect in possession or enjoyment 
at or after such death.” The above Opinion states that under the 
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instant circumstances the bonds were “a gift to the son, intended by 
decedent to come into the possession and enjoyment of the son at or 
after decedent’s death and constitute a taxable transfer within the 
meaning of [the Missouri statute] and is subject to Missouri inheritance 
taxes.” 





‘Fee Simple” Held a Life Estate Not Qualifying for Marital Deduction 


McGehee v. Commissioner of Internal Revenue, United States Court of Appeals, 
Fifth Circuit, August 18, 1958 


A wife bequeathed and devised her husband all her property “in 
fee simple and with full power to dispose of the same and to use the 
income and corpus thereof in such manner as he may determine, without 
restriction or restraint.” If, however, at the time of the husband’s death 
he still owned any of the property, it was to go to the wife’s relatives. 
The Commissioner of Internal Revenue contended that the bequest 
and devise to the husband did not qualify for the estate tax marital 
deduction. HELD: Under controlling Florida law the husband “took 
only a life estate, a terminable interest, and as such it does not qualify 
for the marital deduction.” The husband’s power of disposition of the 
property does not amount to a qualifying power of appointment, since 
powers of appointment qualifying for the marital deduction relate only 
to trusts. 


Why a Marital Deduction Trust Should be Created Separately 
Estate of Stallworth, United States Court of Appeals, Fifth Circuit, August |, 1958 


Decedent bequeathed his entire estate to his wife and son in trust, 
one-half the net income to his wife for life, plus so much additional 
income as the trustees determined was necessary for her maintenance, 
support and comfort. The wife was given unlimited power to invade 
and transfer to herself one-half of trust principal and to dispose of such 
half by her will if and to the extent she had not disposed of it during 
her lifetime. Decedent provided further that if his wife did not with- 
draw her one-half share from the trust, at her death it was to go to her 
heirs. In an estate tax proceeding, HELD: The wife’s interest in the 
trust does not qualify for the marital deduction because, to the extent 
the wife does not dispose of her one-half of trust principal during her 
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life or by will, it is a terminable interest under her husband's will. “To 
meet the test for the marital deduction, the surviving spouse must not 
only be entitled to income for life with a power of appointment over 
corpus, but as the statute provides, the spouse must be entitled for 
life ‘to all the income from the corpus of the trust’ and must have power 
to appoint ‘the entire corpus free of the trust.’ It seems rather a harsh 
rule that would deny an estate a marital deduction in the case of a 
single trust where the deduction would have been allowed if two trusts 
to accomplish the same purpose had been created. Yet the statute seems 
explicit.” 


Right of First Purchase of Widow’s Bequest Does Not Preclude 
Marital Deduction 
Newton v. Wiseman, United States District Court, Western District of Oklahoma, 
July 22, 1958 
Decedent bequeathed shares of stock in equal shares to his wife and 
his nephew. “I further limit this bequest as to my widow” by directing 
that if his wife should elect to dispose of her stock, the nephew was 
given the first right to purchase it, and if she did not dispose of the 
stock within her lifetime the stock was to vest in the nephew. Question 
arose whether by reason of the limitations the estate was entitled to the 
estate tax marital deduction for the value of the stock bequeathed to 
the wife. HELD: The wife’s interest in the stock qualifies for the 
marital deduction. “The widow here has the right to dispose of the 
stock, her use of the proceeds is not limited in any way during her 
lifetime, and she can dispose of it by will as she sees fit.” 


Ante-Nuptial Contract in Lieu of Dower Rights Held Subject to 
Inheritance Tax 
First National Bank in Oshkosh v. State of Wisconsin, Wisconsin Supreme Court, 
June 3, 1958 

Before his marriage decedent contracted with his prospective wife 
that upon his death she would receive one-third of all his property other 
than life insurance, to be paid to her at the rate of $160 per month until 
her death or remarriage. Her interest under the contract was in full 
satisfaction of all her rights in decedent’s estate, including her dower 
rights. After decedent’s death the state sought to impose an inheritance 
tax on the $160 per month payable under the ante-nuptial agreement. 
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HELD: The wife’s interest under the contract is subject to inheritance 
tax. Under Wisconsin law a tax is imposed on any transfer of property 
when the transfer is “by will or by the interstate laws of this state,” and 
the interstate laws of the state are defined by statute as including “any 
other rights acquired by contract in lieu of dower.” Accordingly, “we 
think it clear that the right to receive the $160 per month provided 
by the ante-nuptial agreement was taxable as a transfer ‘by the intestate 
laws of this state’. . . since it was a ‘right acquired by contract in lieu 
of dower’. . . that it should be in full satisfaction of dower rights was 
specified in the contract.” 


Full Amount of Demand Note Not Deductible From Co-Obligor’s 
Taxable Estate 


Estate of Dole, New York Surrogate’s Court, Erie County, July 21, 1958 


The executors of a mother’s estate deducted the full $37,000 amount 
of a demand note signed jointly by the mother and her son and secured 
by securities. The son, by affidavit, stated that there was an agreement 
between him and his mother that neither was obligated to indemnify 
the other if one of them repaid more than half the note, that he had 
signed the note merely to facilitate the loan and that the securities were 
his mother’s sole property. The State Tax Commission contended that 
the note was a joint obligation and that only one-half of it was properly 
deductible from the mother’s taxable estate. HELD: Only one-half the 
amount of the note is deductible by the mother’s estate. “The liability 
on a joint obligation is determined at its time of origin. It is then that 
the obligors assume an equal burden of the obligation and this continues 
even though the obligation is paid by one of the obligors only. It is 
on this theory that joint obligations must be reported as such, so that 

proper deductions may be allowed.” 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Bank Capital 


DIC Chairman Jesse P. Wolcott 

has again raised the issue of 
adequate bank capital. A logical 
expectation, he points out, is that 
our national output will continue 
to expand at an average annual 
rate of 4 per cent over the next 
twenty-five years and that bank 
deposits will grow at the same 
pace. On these assumptions, the 
level of bank deposits in 1983 
would be more than $600 billion, 
as compared with approximately 
$230 billion today. 


With such deposit and asset ex- 
pansion, roughly $30 billion of new 
bank capital will be needed, if the 
present ratio of capital to total 
assets is to be maintained. Judging 
from the experience of recent 
years, Mr. Wolcott observes, banks 
have been able to maintain and 
even improve capital ratios. Thus, 
no serious problem may arise éf 
present banking practices undergo 
no change, and as long as the 
limited objective is a mere main- 
tenance of the current capital: 
deposit ratio. 


But the problem is not quite so 
simple, notes the FDIC chief. He 
regards the present capital level as 
insufficient, and as likely to be- 
come even less acceptable as the 
years go by. The present ratio of 
capital to bank assets would be 
reasonably satisfactory, he con- 
tends, only if we were experiencing 
the sort of situation which pre- 
vailed after the close of World War 
II. At that time, U.S. Governments 


comprised a large proportion of 
bank assets. 


Chairman Wolcott does not pre- 
scribe any precise ratio of capital 
to assets for the banking system as 
a whole. He realistically points 
out that ratios based on aggregate 
figures have limited utility, since 
the amount of capital needed by a 
particular bank depends on the 
circumstances peculiar to that in- 
stitution. Many banks are now 
adequately capitalized but, on the 
other hand, others may have in- 
sufficient capital even by today’s 
standards. He deplores the fact 
that too large a number of banks 
have “dangerously little capital.” 


Reference is made to a recently 
completed survey which measured 
bank capital relative to “assets at 
risk.” “Assets at risk” are defined 
as those assets remaining after de- 
ducting cash and cash balances, 
U.S. Governments, and all loans in- 
sured or guaranteed by Federal 
agencies. In this connection, this 
survey disclosed that there were 
200 banks with capital ranging 
from 5 to 9 per cent of assets at 
risk. Such banks had total deposits 
of about $3 billion, of which about 
$2 billion was insured. 


“Even a 2 or 83 per cent loss on 
just risk assets would seriously 
impair the capital of these banks,” 
cautions Mr. Wolcott, “whereas a 
5 or 10 per cent decline in the 
value of these assets would un- 
doubtedly result in their closing.” 
He reminds us that the FDIC fund 
does not serve, and was never in- 
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tended to serve, as a substitute for 
bank capital. Only so long as the 
banking system shoulders the main 
burden of protecting the depositors 
against loss, can the fund be as 
small as it is and the assessment 
rate remain small. “The deposit 
insurance fund,” he emphasizes, 
“is a second line of defense stand- 
ing behind the capitalization of the 
banking system; it supplements 
that capitalization, but it can never 
replace it.” 


Savings Bank Life Insurance 


Almost twenty years have passed 
since savings bank life insurance 
was authorized in New York State, 
and all but 51 out of the 128 sav- 
ings banks are now selling life 
insurance. Of the 77 banks so 
engaged, 48 have Life Insurance 
Departments of their own while 
29 are so-called Agency Banks. The 
latter place their business with 
banks having their own depart- 
ments. 

In 1989, the maximum policy per 
person was $3,000, but it was 
raised to $10,000 this year. In 
addition, a person may now have 
as much as $20,000 mortgage in- 
surance on decreasing term. In 
effect, therefore, some customers 
may be covered under a $30,000 
maximum. 

New York State savings banks 
also offer group life insurance. 
One type of plan offers group 
mortgage insurance without medi- 
cal examination and provides low- 
cost protection to pay mortgage 
installments after the death of the 
insured. Another unique type of 
policy covers the family—father, 
mother, brother and sister in one 
policy; also, without any increase 


in premium, it automatically in- 
sures each newcomer into the 
family, without limitation as to 
number. 

These facts are summarized by 
Rochester Savings Bank president 
Thomas H. Hawks, who comments 
that Life Insurance Departments 
bring many collateral benefits. 
“Banks that may be considering a 
Life Insurance Department,” he 
remarks, “might do well to prod 
their thinking and open the De- 
partment before the job of catch- 
ing up becomes too great.... In 
areas which are less densely popu- 
lated some banks may wish to start 
their life insurance programs as 
Agency Banks.... It requires no 
capital investment and very little 
expense on the part of the savings 
bank.” 


Total Savings Bank Life Insur- 
ance in force in the states of New 
York, Massachusetts and Connecti- 
cut exceeds $1 billion, with this 
year’s total five times the 1940 
figure. 

Any life insurance policyholder 
may borrow against his policy. 


Types of Lending 
to Small Business 


The Federal Reserve Bank of 
Dallas has completed a study of 
forms of bank lending to small 
business in the Eleventh District. 
This survey discloses the manner 
in and extent to which regional 
commercial banks grant credit in 
the form of purchases, or accept- 
ance of pledge, of consumer paper 
from small retail stores and dealers. 

The frequency with which this 
form of credit is extended indicates 
the importance of this mode of 
accommodation to the small-busi- 
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ness community. In virtually 
every city and town covered by 
the survey, at least one bank was 
active in this type of financing. 

The Dallas Reserve Bank con- 
tacted a total of 68 banks and, of 
these, 40 reported that they 
commonly finance automobile 
dealers in this manner; 49 in- 
dicated that they finance other 
small retailers by the purchase, or 
acceptance of pledge, of consumer 
paper. Specific small businesses 
which obtain bank credit in this 
form are automobile dealers, ap- 
pliance and hardware stores, furni- 
ture stores, farm implement dealers, 
and other establishments which 
handle consumer durables. 


Where these businesses are able 
to obtain credit on the basis of 
promissory notes executed by their 
customers, this is most commonly 
effected through the sale of such 
paper. Also uncovered were a 
number of instances in which busi- 
nesses borrow on the pledge of 
consumer paper supported by chat- 
tel mortgages and conditional sales 
contracts; however, the volume of 
credit extended in this manner is 
smaller than the amount of con- 
sumer paper which the banks pur- 
chase outright. In the majority of 
cases, consumer paper is purchased 
from retail stores and dealers with 
full recourse; however, it is not un- 
common to find arrangements 
under which the contingent li- 
ability of the dealer is limited or 
removed. 

“Basically,” says Leslie C. Pea- 
cock, Financial Economist of the 
Dallas Reserve Bank, “the ability 
of a small enterprise to obtain bank 
credit is related to its financial 
strength and to the quality of the 
consumer paper it generates. To 


the extent that banks purchase 
consumer paper with recourse to a 
store or dealer, they customarily 
are anxious to avoid acquiring an 
amount of paper which bears a dis- 
proportionate relationship to the 
ability of small-business firms to 
assume the contingent liability. 
At the limited number of banks 
which purchase consumer paper 
without recourse, the ability of 
small-business firms to obtain funds 
by the sale of consumer paper is 
related more or less exclusively to 
the quality of the paper that they 
generate, although a deposit rela- 
tionship with the purchasing bank 
is frequently required.” 

With respect to loans secured by 
inventory, the survey reports that 
most inventory-secured loans are 
confined largely to loans against 
warehoused inventories and inven- 
tories of automobiles and certain 
appliances, for which special ar- 
rangements are made. This is 
because of state laws restricting the 
creation of a valid lien against 
goods which daily are exposed for 
sale. 

However, in addition to the legal 
complications which make it 
difficult for small businesses to 
obtain inventory-secured loans, a 
substantial number of banks are 
reluctant to extend credit this way. 
This reluctance stems largely from 
the administrative detail and 
expenses involved in handling 
these credits. 


Nevertheless, there are a number 
of lines of small business whose 
most important method of obtain- 
ing credit is through the pledge of 
inventories. Among these are 
commodity dealers, wholesalers 
and distributors of petroleum 
products, foods and drugs, and a 
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large variety of manufactured 
products. Manufacturers who 
warehouse their products prior to 
sale also are accommodated at 
those banks which handle inven- 
tory financing. Of course, bank 
financing of the inventories of 
auto, farm implement and appli- 
ance dealers is quite common. 


With respect to equipment 
financing, Mr. Peacock reports that 
banks are cautious in providing 
such financing for new businesses 
in lines which have relatively high 
mortality rates or frequent changes 
in business ownerships. 

Longer-term financing to small 
businesses, via extensions of mort- 
gage loans on business property, is 
not a popular method of credit ex- 
tension in the State of Texas. Mr. 
Peacock observes that this form of 
credit extension would be more 
commonly used were it not for state 
statutes providing for “business 
homesteads” and carefully restrict- 
ing the circumstances under which 
business homesteads may be sub- 
jected to forced sale in order to 
satisfy the claims of creditors. As 
a result of these statutes, he com- 
ments, small business borrowing on 
business properties in Texas cus- 
tomarily is confined to borrowing 
for the purpose of purchasing 
business property or improvements 
upon business property. 


Personal Finance 


How long can you keep a check 
without cashing it? Legally, a 
check is good as long as the Statute 
of Limitations allows, which is 
usually six years. As a practical 
matter, however, the length of time 
you may hold a check before cash- 
ing it, without payment being 
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subsequently refused, depends on 
facts and circumstances, and on 
bank rules and practices. This and 
many other troublesome questions 
which arise daily are answered in 
Professors Cohen and Hanson’s 
monumental volume on Personal 
Finance, published by Richard D. 
Irwin, Inc. 


A check becomes stale after a 
reasonable length of time has 
elapsed and, generally speaking, 
banks ordinarily refuse to honor 
checks more than six months old. 
A “reasonable time,” note the 
authors, “is as long as the bank 
feels it can collect the funds.” 
Staleness of a check does not make 
it bad or void, but merely puts the 
bank on notice that irregularities 
may exist or that something may 
be wrong and, accordingly, that it 
should not be paid. In such a 
situation, the bank will not honor 
the check without securing the 
maker’s permission. 


Depositors and borrowers are 
inclined to look upon bank officers 
as fountainheads of wisdom, ready 
to furnish immediate answers to all 
sorts of financial inquiries—no 
matter how obscure. And although 
there is much justification for this 
impression, bankers realize that it 
is only the precise answer, and not 
the off-the-cuff recollection, that 
will avoid future problems. It is in 
this connection that Personal Fi- 
nance, with its crystallized infor- 
mation on the vast area of family 
finance, is most helpful. Of par- 
ticular interest are chapters on 
“Using Your Bank,” and “Estate 
Planning” while other sections 
cover the latest developments in 
Social Security legislation, variable 
annuities, housing finance, taxes 
and investments. 
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Families get together every year and 
give thanks. It’s a fine old American 
custom that’s a precious part of 
peace. But like so many things we 
give thanks for, peace doesn’t come 
easy. Peace costs money. 

Money for strength to keep the 


peace. Money for science and educa- 
tion to help make peace lasting. And 
money saved by individuals. 

Your Savings Bonds, as a direct 
investment in your country, make 
you a Partner in strengthening 
America’s Peace Power. 
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